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Fraud Under Federal Tax Law 


By Harry Graham Balter. CoMMerct 
CLEARING House, [Nc., Chicago, Il., 1951 
Hage 330: $6.00. 

\ decade ago many distinguished tax men 


cc no knowledge whatever concerning the 
criminal provisions of the federal income tax 


law. If questioned, they would say, “We do 
not handle fraud cases,” or they would 
answer truthfully and say that their services 


had never been solicited in that type of a case. 
"he reason for the replies lay in the fact that 
governmental action in the fraud field was 
then directed, in the main, against illegal 
enterprises. Investigations were few, and the 
publicized criminal arm of the government 
was principally leveled against illicit gentry 
and not business men. Since the war, prose 
cutions and investigations have increased ten- 


fold, aimed almost entirely at citizens whose 
sole anti-social conduct is that of tax eva- 
sion. As a consequence, it is the rare practi- 


tioner of general experience who has not had 
some recent opportunity to participate in 
some phase of the d of a fraud case. 

Ten years ago periodical literature in this 
field was almost non-existent. Today an in 
tegrated tax forum is considered incomplete 
unless some fair portion of it is devoted to 
the subject of criminal and civil tax fraud. 
It is, therefore, particularly significant that 
the current importance of this topic is finally 
confirmed by the publication of the first book 
on this subject. 

Sailing into virtually uncharted the 
author has combined into one undertaking 
substantially all of the previous periodical dis- 
cussions of complex problems in this field. 
Generally, the volume has in it a compre 
hensive study of adjective and substantive 
law, together with a review of Treasury 
policies related to tax evasion. In addition, 
all through the volume may be found sugges- 
tions which are in effect “practical aids’ to 
practitioners. Annotations and source mate- 
rials are abundant and excellent. There are, 
however, conclusions boldly assumed by the 
author which are still in the realm of dis 
cussion and uncertainty; on the other hand, 
other phases in this field wherein by now 
reasonable certainty does exist are occasion- 
ally handled by the author as open questions. 

Nevertheless, this is a fine book for the 
practitioner who has infrequent occasion to 
visit the criminal enforcement offices of fed- 
eral tax authorities and to participate in sub- 
sequent proceedings. The study of this book 
may save many an indecisive, if not em- 
barrassing, moment. Those who are experi- 
enced in the field will find this a handy 
reference to verify their own conceptions of 
what the law and procedure may be or what 
it should be. Accordingly, the volume is com- 
mended and it should be warmly received. 
KOSTELANETZ 
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Accounting—A Management Approach 


By Ronald H. Robnett, Thomas M. Hill 
and John A. Beckett. RicHarp D. Irwin, 
INC., Chic ago, Ill., 1951. Pages: xiv + 
570; $7.3 
the authors state that 
this book has been designed “primarily for 
the non-accountant who must rely on ac- 
counting data as a basis for decisions.’ * With 
this objective in view the major emphasis 
throughout the text is on the interpretative 
phase of business phenomena. Specialized 
records-keeping techniques are discussed only 
to the extent that such presentation is essen- 
tial to a proper understanding of the basic 
accounting concepts underlying the composi- 
tion of the various balance sheet, income, 
cost and expense items included in financial 
and operating reports submitted to manage- 
ment as a basis for informed judgments. 
The book is divided into five major 
tions, 
interest and bond tables. Part I uses case 
illustrations to explain in simple terms the 
fundamental nature of business activities, the 
accounting approach to the analysis of busi- 
ness transactions and the way in which basic 
accounting reports portray business events. 


\t the very outset, 


sec- 


Part II concerns itself, in a rather limited 
degree, with the records-keeping process. 
Part III discusses the nature of business 


capital and business earnings, followed in 
turn by Part IV which presents a most inter- 
esting analysis of the operation of the busi- 
ness cycle and the uses to which business 
capité il is put. This is reflected in a discus- 
sion of the flow of funds to three primary 
areas: Current assets, long-term assets in the 
form of plant, equipment and machinery, and 
manufacturing costs. This latter category 
introduces the reader to certain phases of 
elementary cost accounting, including the 
elements of budgetary control, performance 
standards and standard cost. Liabilities and 
net worth as sources of business capital are 
covered in Part V. Adequate review ques- 
tions and problem material, for both class- 
room and home study, follow the close of 
each chapter. 

Persons not trained in accounting who 
nevertheless must use financial and operating 
data not only for the purpose of appraising 
the financial and earnings position of their 
organization but also for determining future 
policies, will find this a most useful book. 
As a text it provides an excellent year’s 
study of some of the more important phases 
of accounting and financial reporting, which 
students in engineering and management 
would do well to acquaint themselves with. 





B. BERNARD GREIDINGER 


Graduate School of Business Administration 
New York University 


(Continued on page 381) 
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a Gh ob ah ee 


1! 


YOU'LL FIND ALL 3 in a Corporate 
V0 lJ R F L| F N TS Mi AY Fund Account at NINTH FEDERAL. 
ch | Each Company is insured up to 
Hill APPRECIATE GETTI NG $10,000 by Federal Savings And 
2 Loan Insurance Corporation. Sav- 
TH § i N FO b Mi AT| 0 N ings dividend rate has never been 
that less than 2% per year, credited 
| ee semi-annually. To conserve sav- 
With : - : 
hasis | CORPORATION OFFICIALS frequently ings dividends upon funds with- 
lied face the problem of investing surplus funds, drawn before end of dividend pe- 
only reserve funds, trustee funds, funds for de- tiod, passbook loans are available. 
we preciation, reserves for taxes, etc. They FOR FURTHER INFORMATION, 
~ look for: 1. security of principal—2. avail- ask for Folder CP-1. Phone or write 
ncial ability—3. reasonable return. Edgar R. Tostevin, Treasurer. 
= of y 
<< | NINTH FEDERAL SAVINGS & LOAN ASS’N 


- the 1457 BROADWAY « TIMES SQUARE °* 587 7th AVENUE 
asic WIsconsin 7-9120 ° Open Monday-Thursday to 3; Friday to 6 
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1€SS Corporate Treasurer’s and c Wau of 
a Controller’s Handbook ° Y 
ary pe ” 
the Edited by Lillian Doris. PRENTICE-HALL, e Your Clients 
and Inc, New York, N. Y., 1950. Pages: ¢ 
or ix +. 1277; $12.50. : Teed ADDITIONAL 
she This book consists of 32 chapters, each : WORKING 
a chapter in itself treating a specific problem in : 
we corporate finance. The individuals who con- ° CAPITAL 
te tributed material for various chapters are for ° 
Ge the most part business executives in well- 


= known national corporations. e 4 Ml 
pea The book progresses from a consideration here is READY CASH 


” } of the functions of a treasurer and a con- s ; 

es troller through various problems of budgets, in the easiest possible way 
a standard costs, production costs, financial hint wc ee ancl: ltl satin wid 
a analysis, and business techniques (such as b ie “th y P 

ia breakeven points, etc. ). It reviews individual ing your ¢ ient wit the cash necessary 
a problems of asset control, such as inventory, to aid his business. 

nic systems of. receivables and payables, cash 

a administration, payroll activities, etc. There : Write or phone: 

es _ Reenter tig: aco excellent chapters : MR. HERBERT PECHMAN 
‘ch on corporate Insurance, : ‘ > 

aa he first chapter is timely and interesting. . 


It attempts to restate and analyze a problem 


th. which has produced a great many conflicting TERLING FACTORS CO 


Statements: What are the functions of the 


Treasurer and Controller? Are there any STO 7" AVE. Ny. 18; N. Y. 
on absolute distinctions available; and if the CHickering 4-6970 
duties overlap, in what areas do they over- Established 1929 
* se c ~- 
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(Continued from page 381) 


The overlapping of duties among various 
financial officers of the company is perfectly 
illustrated by table 1, page 18. Wide varieties 
of assignment of responsibilities for the same 
financial problems are illustrated by this 
table. 


Pages 46 through 49 indicate the modern 
development of the organization of a con- 
troller’s department. 


Chapters 2 through 9 consider control 
procedures. The chapters progress from 
long-term forecasting through budget pro- 
grams, setting of standard costs, and applica- 
tions of controls to production, distribution, 
and equipment costs. This series of chapters 
ends with a discussion on the computation 
and use of the breakeven point. 


The next four chapters deal with financing 
procedures of the corporation analyzing 
short-term financing, long-term financing, and 
duties connected with corporate ownership 
and funded debt. 


The next logical grouping of chapters is 
from 13 through 22. The discussion covers 
controls for inventories, receivables, payables, 
cash payroll, internal and external audits, and 
internal checks on errors and frauds. Internal 
reports are also considered. 


There are four miscellaneous chapters on 
analysis of business results, dividends, surplus, 
credits, collections, tax follow-ups, and 
control. 


Two important chapters on records—sate- 
keeping and retention—are included as chap- 
ters 27 and 28. 

The last four chapters seem to group 
themselves under insurance programs dealing 
with insurance protection, group insurance, 
insurance records, and pensions. 


While the volume is not in any sense a 
detailed analysis of any single function in 
the treaurer’s and controller's departments, 
it is certainly an excellent contribution to 
financial literature. ‘The early chapters, con- 
trasting the role of Treasurer and Controller 
and attempting to find somewhat of a balance 
between their positions and an allocation of 
their duties, are very worthwhile. The book 
itself is very well organized. The format is 
excellent. The illustrations are profuse and 
well presented. It is certainly recommended 
as an addition to a financial library. By quick 
reference it will give a ready analysis of 
many problems, suggestions for attacking 
them, and at least a basic idea of the diffi- 
culties to be encountered in solving them. It 
might well be that in the formative courses 
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BUSINESS PERSONNEL AND 
OPPORTUNITIES 


Help Wanted: 20¢ a word, minimum $5.00. 
Situations Wanted: 10¢ a word, minimum $2.00. 
Business Opportunities: 15¢ a word, minimum $3.00. 
Box number, if used, counts as three words. 
Closing Date—15th of month preceding date of publication. 





BUSINESS OPPORTUNITIES 


Mail and Telephone Service: Desk provided 
for interviewing. $5.00 per month. Directory 
Listing. Modern Business Service, 505 Fifth 
Avenue, New York (42nd Street). 


C.P.A., 38, Society member, former Revenue 
Agent, moderate practice, desires to expand 
by purchasing individual accounts or practice 
in Metropolitan area or Long Island. Liberal 
terms. Box 377, New York C.P.A 


Calculating Service 
Inventories computed, sales analysis, etc. 
Special service to C.P.A’s. Verna Crawford, 
565 Fifth Avenue, ELdorado 5-0280. 


Office Space 
Broadway 61—One or two private offices in 
dignified suite occupied by accountant. New- 
ly decorated. Secretarial services optional. 


Reasonable rental. Phone WH 3-3146. 


C.P.A., 34, Society member, own modest 
practice, has free time available to service 
accounts on percentage or fee basis, or to 
relieve overburdened accountant. Also avail- 
able per diem basis. Former Revenue Agent. 


30x 379, New York C.P.A. 


C.P.A., Society member, desires to purchase 
practice or individual accounts, replies con- 
fidential. Box 380, New York C.P.A. 


C.P.A., 31, excellent background and con- 
tacts, $4,000 practice. 5 days monthly. Seeks 
association or partnership. Will invest. Pur- 
chase accounts. Box 382, New York C.P.A 


SITUATIONS WANTED 


Semi-Sr. Accountant, B.B.A., 29. Desires 
specialized position in Tax Dept. of C.P.A. 
firm. Over four years diversified accounting 
experience. Completed three post-graduate 
courses in Federal, State. and Excess Profits 
‘Taxes. Box 378, New York C.P.A 


Statistical Typist—thoroughly experienced, 
exceptionaliy proficient. Bookkeeping to gen- 
eral ledger. Box 381, New York C.P.A 
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(Continued from page 382) 


" on controllership that are now being given 


in various universities, this book may, be- 
cause of the wide variety of topics covered, 
develop into a textbook. 

CorneELIus M. AHEARN 
New York, N. Y. 








Proceedings of New York University 
Ninth Annual Institute on Federal Tax- 
ation (November 8-17, 1950) 

Edited by Henry Sellin. MatrHew BENDER 

& Company, Inc., Albany, N. Y., 1951. 

Pages: xiv + 1351; $23.50. 

Each year the top-flight men engaged in 
the field of tax practice—practical, experi- 
enced advisers—gather together to share with 
their brethren their specialized knowledge, 
on a high professional level. This volume 
represents the printed record of the ninth 
of this unique series of annual conference 
meetings. 

The eighty articles in the current -work, 
varying as they do in range, treatment and 
development of subject matter, present a dis- 
tilled body of authoritative tax knowledge, 
representing countless hours of patient, re- 
sourceful research by experts in the various 
subjects covered. They may be used to check 
the results of the reader’s own research or 
they may serve to stimulate him to investi- 
gate new ideas in tax techniques and me- 
chanics which may nat yet have occurred 
either to him or his client. 


(Continued on page 448) 
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In short, as your representative in your 
client’s office, will your present cover 
make the right impression? Write for 
samples, 
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Tia Frankfort Street New York 7, N. Y. 
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TEAM UP WITH THESE TYPICAL AMERICANS 


IN THE PAYROLL SAVINGS PLAN! 





%* Pasquale Santella, millwright at 
United States Steel Company’s Carrie 
Furnaces of the Homestead District 
Works, has a very personal reason for 
buying Savings* Bonds. To C. F. Hood, 
United States Steel Company executive 
vice president, he says, ““My son Tony, 19, 
is missing in Korea. Used to be I bought 
bonds because it was my duty and it was 
a good way to save money. Now I want to 
help lick the Reds and get Tony back. I 
buy one bond every payday and when 
Uncle Sam needs more money, I'll buy 
more bonds.” He has bought bonds regu- 
larly since 1943, has never cashed one. 


US Sands Lord’ are Defense Lords 
Bay Ten Kegulathy ! 


Topay join with other Americans— 
business leaders and employees—in their 
drive to make our country and our 
citizens more secure. If you’re an em- 
ployee, go to your company’s pay office 
now and start buying U. S. Defense 
Bonds through the Payroll Savings Plan 
—the safe, sure way to save for defense 
and for personal dreams-come-true. 





When writing to advertiser kindly mention Tat New York Certirieo Pustic ACCOUNTANT. 


If you’re an employer, and have not 
yet installed the easily handled Plan, 
you will soon be contacted by one of 
industry’s leading executives. Sign up 
with him—and help him put the Plan in 
every company! It’s a practical way to 
help preserve our nation’s future, its 
fortune, and the very institutions that 
make our lives worth while! 


Your Government does not pay for this advertising. It is donated by this publication in cooperation with 
The Advertising Council and the Magazine Publishers of America. 
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President’s Message 


We face the coming year keenly con- 
scious that this is the first administra- 
tion to function under the changed 
fiscal year, commencing June Ist. The 
principal purpose of the change was to 
make possible early appointment of 
committees and completion of their or- 
ganization, and meeting 
plans well in advance of the commence- 


programs 


nent of the bustling activities of the 
The lifeblood of the So- 


ciety’s activities is in its committees. 


fall months. 


and it is upon them that every adminis- 
tration largely depends. This year’s 
committee appointments have now been 
completed and planning of the year’s 
committee activities is well under way. 


Speaking of committees, it will be of 
interest to the members to know that 
one of the last acts of the preceding 
administration was to authorize the 
creation of a special committee, which 
has now been appointed, to make a 
complete re-examination of the So- 
ciety’s activities, operation and organi- 
zation and to report its conclusions and 
recommendations. Self-examination is 
always worthwhile and this case should 


be no exception. 


In addition to maintaining and rais- 
ing the level of meeting programs, 


BB 


publications and the manifold other 
services and activities of the Society, 
every administration is concerned with 
certain matters which it has selected as 
the objects of its special efforts and to 
which it particularly wishes to make a 
significant contribution. Chief among 
the matters claiming such special inter- 
est this year are relations with lawyers 
in tax practice and C.P.A. legislation. 


Agreement on a statement of princi- 
ples governing relations between law- 
yers and certified public accountants in 
federal income tax practice has been 
reached, on national level, by the Na- 
tional Conference of Lawyers and Cer- 
tified Public Accountants, composed of 
representatives of the American Bar 
Association and the American Institute 
of Accountants, and has been ratified by 
the governing bodies of both organiza- 
tions. The statement, which appears in 
the Official Decisions and Releases sec- 
tion of this issue (beginning at page 
444), is necessarily in general terms and 
does not seek to define, in detail, who 
may do what and how. Its principal 
purpose was to remove the entire sub- 
ject from the public combat arena and 
restore it to the rational processes of 
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the conference table. Its fundamental 
basis was recognition by lawyers that 
there are many tax questions with 
which certified public accountants can 
deal adequately without resort to attor- 
neys, or for which retention of certified 
public accountants should be advised, 
and recognition by certified public ac- 
countants that many tax questions are 
of such nature or can involve such 
procedural problems that the retention 
of a lawyer should be advised. It would 
appear that ultimate solution would in- 
volve education, where necessary, of 
members of each profession to recog- 
nize and stay within the bounds of their 
own professional competence and juris- 
diction. It was the hope of the con- 
ferees that similar inter-professional 
conferences would be set up at local 


levels to deal with specific situations 


The New York Certified Public Accountant 





and complaints that might arise. It is 
the hope of the Society’s administration 
that the coming year will see substan- 
tial progress in this direction in New 
York State. 

The Society's Committee on Legisla- 
tion has submitted a detailed report of 
its activities relative to the Society- 
sponsored regulatory C.P.A. bill and 
its defeat in the 1951 legislature. The 
full report is being sent to all members 
with the current monthly newsletter. 
We hope that you will all read it care- 
fully and that you will let us have your 
views and comments. We are anxious 
to hear from you on this. 


We look forward to an active and 
eventful year. Your full participation is 
invited and urged. 


Maurice AUSTIN 


Ger 


AN ADIRONDACK VIEW 


Spring is really here. 


Congress. 


Dandelion blossoms on the lawn, talk about tax 


increases in 


It happens every year. Also the lilacs are in bloom. Of the three, give me lilacs. 


The tax talk includes the proposal to raise the tax on cigarettes from 7¢ to 8¢ per pack. 


This would bring in 177 million more dollars (an auditor’s opinion is not given because wi 


are accountants this week—next week we will be auditors). What a slick way to get so much 


more money. Raise it 6¢ per pack and you get a billion dollars more. Oh boy, let’s raise it 


another 6¢ and get 2 billion! Then also the cigarette advertising can get needed new slants 


“Be patriotic—smoke Pluckies”’, 
budget”. 


note—this bird smokes a pipe and cigars, only. ) 


We could write a book on the beauties of thus balancing the budget. 


“Treasury men, not medicine men’, “Inhale for a balanced 


(Editor's 


Well, we meet at Saranac Inn on Sunday, June 24th. Bring all your complaints, criticisms, 
and comments so they can be thrown into the lake. Bring your wife, too. 


LEoNARD HovuGuTon, C.P.A. 
Of the Adirondack “Chapter” 
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Examination of a Small Savings Institution 


By Herpert FE. Kirmnse, C.P.A., and Joun J. MoyNAHAN 


SMALL savings institution is most 
A likely to be a mutual savings bank 
or savings and loan association having, 
in these days of the inflated dollar, de- 
posits ranging as high as $20 million 
which are owned by between twenty 
and forty thousand depositors. It will 
probably have less than fifteen em- 
ployees most of whom function in vari- 
ous clerical capacities according to the 
needs of the work. While limited audit- 
ing duties may have been assigned, no 
one person will be found devoting much 
time to this function or refraining en- 





HERBERT E. KirmMse, C.P.A., a 
member of the Society, is currently 
serving on the Society’s Committees 
on Bank and Trust Company Ac- 
counting and on Cooperation With 
Bankers. His article on Bank Costs 
appeared in the March, 1950, issue 
of this publication and was reprinted 
in the April, 1950, issue of Banking 
magazine. Mr. Kirmmse is an in- 
structor in Accounting Principles 
at the New York Chapter of the 
American Institute of Banking. 

Joun J. MOYNAHAN is a member 
of the New York State Society of 
Security Analysts and an instructor 
in Banking Practices at the School 
of Business and Civic Administra- 
tion of The City College of New 
York. His article, Should Banks 
Buy Long Term Bonds? appeared in 
the November, 1950, issue of the 
Harvard Business Review. 

Both Mr. Moynahan and Mr. 
Kirmmse are associated with the 
New York State Banking Depart- 
ment as Assistant Deputy Superin- 
tendents. 

\ny opinions or suggestions ex- 
pressed in this article are those of the 
authors and do not necessarily repre- 
sent the official attitudes of the New 
York State Banking Department. 
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tirely from the handling of cash and the 
making of bookkeeping entries. Also, 
in a small organization, important seg- 
ments of the work will be performed by 
directors or trustees who serve as part- 
time officers or committee members. 
Other phases of operations are carried 
on in the office of the attorney for the 
institution. The accountant, according- 
lv, is confronted with a situation where 
there is no well-defined division of 
work, little or no rotation of tellers or 
bookkeepers, an inadequate system of 
internal check, and no one person who 
is chargeable with the responsibility for 
the proper recording of all transactions. 

Under the foregoing circumstances, 
the importance of having periodic ex- 
aminations made of small financial insti- 
tutions is apparent. Since these savings 
enterprises operate largely with the 
public’s money, and deal almost entirely 
in cash or assets readily convertible into 
cash, a dishonest employee is able to 
cause greater injury than he would ina 
mercantile or manufacturing establish- 
ment, or even in a financial institution 
of large size. While, measured in dol- 
lars and cents, small savings institu- 
tions may not occupy a major niche in 
our economy, they are the point of con- 
tact for millions of citizens with the 
system of private banking. It is most 
important that these places be capably 
and honestly operated, and that the 
statements read by their depositors, 
shareholders and managing directors 
be accurate and illuminating. In main- 
taining this situation, the efforts of the 
independent accountant can be of great 
value. 

One fundamental purpose of an ex- 
amination of a banking institution is to 
determine whether all receipts of cash 
or other property have been properly 
credited and disbursements properly 
authorized. It is not possible or desir- 
able to trace and check all such receipts 
and disbursements nor is such effort 
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necessary, for verification of assets and 
liabilities as of any one date (to the 
extent that such verification can be 
accomplished ) automatically seals off 
the major avenues of misapplication, 
while other measures are effective in 
dealing with the remaining possibilities 
of diversion in the income and expense 
accounts. This only means, however, 
that the job is reduced from the impos- 
sible to the difficult and time-consum- 
ing, especially when the numerous 
small but important side-tasks are 
‘taken into account. Before taking up 
questions of scope and procedure, a 
discussion of examining problems pe- 
culiar to the small bank is in order. 
A significant aspect of examining a 
relatively small savings institution is 
that of cost. This is particularly true 
if the small size is due to the compara- 
tive newness of the bank, or its location 
ina new and growing area. The auditor* 
will find in such a bank that the budget 
allowance for examination expense is 
very moderate, yet the volume of daily 
transactions is almost equal to that of 
larger and older institutions. It is neces- 
sary, therefore, that the auditor make 
use of all available procedures for limit- 
ing his time. On the other hand, he 
must consider that, the moral risk being 
equal, there is a greater chance for dis- 
honesty in the smaller institutions and 
increased likelihood that the results of 
such dishonesty will cause more serious 
damage, a factor which seemingly 
would call for more intensive auditing 
of transactions. However, the auditor 
will probably find in the smaller institu- 
tions that the surety bond coverage is 
proportionately large, a consideration 
he may very properly take into account 
by confining his efforts to matters of 
more vital importance. Also, if the 
management is willing, the services of 
selected bank personnel may be utilized 
in such routine tasks as proving ledgers 
and preparing verifications. If this is 
done, the auditor should be careful to 
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assign all of the work and not permit 
a bank employee to choose for himself 
any particular segment of the accounts. 


Objectives of Examination 


The chief objective of the examina- 
tion is to furnish the Board of Directors 
(or Trustees) with an independent 
opinion and evaluation of the condition 
and affairs of the institution. Such in- 
formation is especially essential to the 
directors of smaller banks for many 
reasons including the following: 

1. Directors’ examinations are re- 
quired by law. The National Banking 
Act and the banking laws of most states 
require periodic audits or examinations 
to be made by or for the directors. In 
the case of Robinson v. Hall, 63 Fed. 
222, the directors were held liable for 
losses due to their negligence in failing 
to audit or examine the affairs and con- 
dition of the bank periodically, or to 
cause such audit or examination to be 
made. The New York State Banking 
Law requires trustees of a savings bank 
and directors of a savings and loan as- 
sociation to examine their institutions 
at least annually. 

2. Even if there were no legal obli- 
gation, the directors would want to be 
kept currently informed by representa- 
tives of their own selection of the results 
of operations, and the trend and posi- 
tion of their bank. Supervisory exam- 
iners, it should be remembered, are re- 
sponsible to the government not to the 
management of the bank, and hence do 
not necessarily furnish the Board with 
all the kinds of data desired. 

The extent of the examination of a 
small institution should be broader than 
that of larger organizations since the 
latter usually have a full-time audit de- 
partment and a more or less compre- 
hensive system of internal check. It is 
recognized that there is a conflict be- 
tween the natural desire of the bank to 
keep the cost of the audit reasonable 

and the desire of both the independent 


* The words “Auditor” and “Accountant” appearing in this article refer to the independent 
public accountant, as distinguished from a person in the employ of the institution unde! 
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auditor and banker not to restrict the 
examination unduly. The type and 
coverage of the examination, therefore, 
shculd be carefully discussed prior to 
the engagement. At that time the au- 
ditor should point out to the banker the 
possible benefits to be derived from an 
analysis which goes beyond the mini- 
mum verification and audit required by 
law. For example, an examination of 
the broader variety might well bring 
into focus, from an analysis of the earn- 
ing assets in relation to capital funds 
and deposit behavior, loan and invest- 
ment policies which are depriving the 
bank of needed income because of over- 
conservatism. Or the more complete 
examination might bring to light areas 
of excessive costs, certain operating in- 
efficiencies, and faulty systems and pro- 
cedures. 

The importance to bank management 
of the examination by independent 
public accountants has become greater 
with the increasing complexity and un- 
certainty of economic conditions. The 
depositors, the public, the courts, the 
government—all those to whom the 
bank is responsible—are not likely to 
excuse bank officials who plead ignor- 
ance of the true state of their bank’s 
affairs. Moreover, the banking busi- 
ness as a whole is placing greater 
emphasis on good public relations. A 
director's reputation as a responsible 
and alert manager of the funds of the 
public begins in his own institution. 
In seeking to discharge his respon- 
sibility the director will review with 
profit the reports submitted by govern- 
ment examiners and those presented 
by officers of the bank, but the one 
which will give him the most assur- 
ance will be the report made to him 
by the independent accountant retained 
by him and acting under his direction. 

The directors want an outside, ex- 
pert, professional opinion as to the 
existence and worth of the assets, ex- 
tent of the liabilities, correctness of the 
income and expenses, and accounta- 
bility of officers and staff. Further, 
the directors will be pleased to receive 
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suggestions concerning credit policy, 
investment position, additional profit 
possibilities, and reduction of costs and 
expenses. 


Scope of the Examination 

On most examinations, the account- 
ant will find his work falling into the 
following natural divisions: 

A. Verification. The taking of a 
trial balance and ascertaining that 
assets appearing thereon are owned by 
the bank, and that liabilities are no 
greater than shown by the books. Also 
a checking of income, expense, and 
profit and loss items for the fiscal 
period preceding the examination. 

B. Appraisal. The determination 
of the current value reasonably assign- 
able to each asset of the institution. 

C. Classification. A grading of the 
invested assets of the institution in 
accordance with the degree of risk ac- 
companying their ownership. 

D. Other Matters. Determination 
that legal requirements pertaining to 
investments have been met, and that 
tax and other reports required by law 
have been rendered. Observance of 
systems and procedures with a view 
toward the making of suggestions for 
improved economy or efficiency. Sum- 
marizing and interpreting the results 
of the examination in a te most help- 
ful and understandable to the directors 
of the institution. 


Verification Procedures 

Before any actual verification work 
begins the auditor should review a 
recent statement of condition and have 
a preliminary discussion with the bank 
officials authorized to engage him. He 
may wish to inspect the banking prem- 
ises to familiarize himself with the 
location of the vault, tellers’ cages, 
opening and closing hours, and number 
and position of employeees, so that his 
staff may enter the bank with a definite 
program already laid out for each man 
to follow. In this manner an examin- 
ation can be conducted quietly and 
efficiently, with the least possible dis- 
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turbance to customers and bank per- 
sonnel. 

The initial discussion and inspection 
should cover the type and extent of 
examination, preferably to be set forth 
in writing. The discussion may develop 
some indication of extra work not 
reflected by the figures due to an 
unorthodox or obsolete accounting 
system, unusual local activity, etc. The 
exact day on which the examination 
is to begin should be left to the auditor 
so as to preserve the element of sur- 
prise. 

Whether the examination should 
start in the morning before the vault 
is opened or at the close of business 
on the day of examination should be 
decided on the basis of whichever ap- 
pears better in the particular case. Both 
arrangements have their advantages. 
Che morning start facilitates the take- 
over of cash right from the vault be- 
fore any manipulations are possible. 
In addition, vault sections containing 
reserve cash, securities, and other ne- 
gotiable assets can be placed under 
seal or control of the auditors before 
heing released. To avoid delay in 
serving customers when the bank opens 
for business, the accountant should ar- 
rive early the first morning with a 
sufficient number of men available to 
expedite tht release of cash, notes, and 
records necessary for the bank to com- 
mence operations. 

3y starting the examination after 
the close of business for the day, the 
possibility of interfering with the 
bank’s customers is minimized. The 
auditors, with the tellers and an officer 
present, may take over the cash proof 
themselves and are not under the same 
compulsion to rush their work as they 
would be in the morning. Whether 
the morning or afternoon start is se- 
lected the following sequence of verifi- 
cation is suggested: 


Cash 

It is extremely important that all 
cash on hand, including tellers’ cash, 
reserve cash, petty cash, and any other 
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cash fund, be placed under control at 
the start of the examination. No cash 
should be released during the count 
except when it is necessary to supply 
a teller with a sufficient sum to serve 
customers. At all times during the 
count a representative of the bank 
should remain with the auditor. This 
precaution protects the latter in the 
event of a cash shortage subsequent to 
the audit. 

Since no other asset is as susceptible 
to theft, conversion, disappearance, ab- 
straction, and misappropriation as is 
cash, obviously close watch should be 
kept on any possibility of employees 
switching currency from one category 
to another, placing outside cash or cash 
items in the cash, or making an entry 
affecting the cash amount. Explana- 
tions of employees concerning excep- 
tions or irregularities of any kind must 
never be accepted without thorough 
check and investigation. 

In one instance which comes to mind, 
the teller informed the atditor, who 
had started the cash count on a morn- 
ing examination, that he would find a 
$28,000 deficiency because the teller 
had deposited a like sum the previous 
evening in the night depository of the 
bank across the street. The teller fur- 
ther im’ormed the auditor that he could 
check «1e bank statement which, when 
received, should show a credit for the 
$28,00) on the day of the examination. 
The 2 x:litor made a note of the item on 
his ex ce; tion sheet, continued the count 
and reteased the cash. The next day, 
when the bank. statement was received, 
the $28,000 appeared on the statement 
credited, as the teller predicted, on the 
day of the examination. Accordingly, 
the auditor eliminated the item from 
his exception sheet. Several months 
later he was surprised to learn that the 
teller was found to have had a shortage 
in his cash of at least $28,000, a short- 
age which had existed for some three 
years. He was even more embarrassed 
to hear that, after he had release! the 
cash on the day of the examination, the 
teller had rushed across the street with 
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a $28,000 deposit. Only then did the 
auditor realize that he should have more 
thoroughly investigated the teller’s ex- 
planation of the missing amount. Or he 
might have subsequently made an un- 
announced count of the cash and recon- 
ciled the bank account later during the 
examination. 

In another case a teller concealed a 
shortage for years by the well-known 
method of placing a coin on each end 
of metal cylinders counted as wrapped 
coin in the vault cash. There were so 
many of these bags all sealed up for 
such odd amounts such as $963.75 in 
rolled and loose quarters, $842.50 in 
rolled and loose halves, ete., that au- 
ditors had merely tallied the bags and 
counted the loose coins without ever 
having tested the wrapped coin. 

No attempt can be made in an article 
of this nature to cite every possible tvpe 
of cash fraud and manipulation. The 
auditor should watch particularly for 
the most common methods of misappro- 
priation such as alteration of deposit 
tickets with abstraction of cash from the 
deposits, fictitious cash items, forged 
and altered withdrawal slips, collusion 
with depositors, lapping of deposits, 
false entries, and substitution of checks. 

Cash items of any nature—holdover 
checks, coupons, returned checks— 
should be listed in detail and their ulti- 
mate disposition closely followed. It is 
a good idea to note whether items held 
in cash are customarily reported daily 
and approved by an officer. 

Balances due from bank accounts 
should be carefully reconciled. State- 
ments should be requested from the 
latter showing transactions for a few 
days after the examination date. In his 
request for a certified balance and state- 
ment, the auditor should also ask the 
correspondent bank whether there are 
any loans, securities held, or other re- 
lationship with the institution being ex- 
amined. Care should be taken to see 
that offsetting debits and credits be- 
tween items on the statement and the 
bank's books were made on the correct 
dates. Open items should be closely 
followed up. 
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Security Investments 

Since securities follow cash in order 
of activity and negotiability, their proof 
and audit should be accomplished next. 
Appraisal and classification of bond 
investments may be conveniently post- 
poned pending completion of examin- 
ation of assets most subject to manip- 
ulation. The auditor will also wish 
to release as soon as possible any assets 
and records which may be needed to 
accomodate customers. 

After the securities ledger has been 
proved to the general ledger control, 
the existence, ownership, and genuine- 
ness of the securities should be ascer- 
tained, and confirmation obtained of 
any securities held by others for the 
bank’s account. It should be observed 
whether access to securities is under 
dual control. During the physical in- 
spection, the auditor should also check 
the coupons to determine whether any 
are past due or whether any have been 
improperly detached. Bonds should be 
in negotiable form or registered in the 
name of the institution. 


Mortgages 


As with the securities portfolio, the 
auditor should determine, after the 
proof of the mortgage ledger, that the 
bank has possession or evidence of 
possession of a bond and mortgage 
which can be test checked to the proof 
of mortgages, that each mortgage is a 
first lien and is assigned to the insti- 
tution with the assignment properly 
recorded in the office of the designated 
local official. Other documents accom- 
panying the mortgage papers requiring 
test inspection include the title policy 
or search, insurance policies, appraisals, 
inspection reports, and paid tax bills 
or record of tax search. 

even with all of these papers in good 
order, the auditor is not assured that 
the bank is in actual possession of the 
asset. The papers could be forged or 
the loans could have been granted to 
dummy mortgagors on non-existing 
properties or on properties not owned. 
In one interesting case, the mortgage 
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papers turned out to be old paid-up 
loans on which the borrowers had 
neglected to request return of the docu- 
ments. The dates on these old papers 
had been cleverly changed by the 


mortgage officer whose peculations 
reached six figures before he was 
apprehended. This officer had been 


given complete control of the mortgage 
lending function, including interview- 
ing of the applicant, appraisal of the 
property, approval of the loan, and 
issuance of the bank’s check for the 
proceeds. The erring official did allow 
someone else to post the records! In 
this instance the fraud was discovered 
by means of direct confirmation with 
mortgagors. 

An effective method of verifying 
the asset “Mortgage Loans” may be 
achieved by means of examining in 
detail new mortgages made since the 
previous examination and making only 
spot checks of the older files. If 
the examination is close to a_ billing 
date, the auditor could take charge 
of the bills, compare them with the 
mortgage records, identify them with 
his initials and supervise their mail- 
ing. In the last operation he may 
use the bank personnel where there 
are a large number of mortgages, see- 
ing to it that he parcels out the en- 
closures with no employee having an 
opportunity to select a batch of his 
own choosing. If the bank does not 
object, the bills may be stamped with 
a legend directing the reporting of 
any discrepancy to the auditor. If it 
is not practical or convenient to use 
the billing process for verification, the 
auditor might adopt the following pro- 
cedure: directly verify (1) all new 
mortgages since previous examination, 
2) all mortgages, new or old, of $15,- 
000 or over and (3) all in arrears of 
interest and/or amortization. A 
ment of the remaining accounts should 
also be selected for testing. In dealing 
with large mortgages appearing in 
corporation names the auditor should 
find in the mortgage papers proper 
evidence that the address appearing 
on the bank’s records is correct. 

Loans repaid during the examination 
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should be carefully scrutinized. [Large 
checks given in payment of loans 
should be followed up. If loan pro- 
ceeds are disbursed through the per- 
sonal bank account of,an officer or the 
attorney, such records should be in- 
spected. A letter should be obtained 
from the institution’s attorney concern- 
ing foreclosures and any pending liti- 
gation affecting the bank as_ plaintiff 
or defendant. 


Other Assets 

In practically every savings bank 
and savings and loan association, cash, 
security investments, and mortgage 
loans will comprise well over 90 per 
cent of total assets. The auditor will 
usually have little difficulty in checking 
the remaining asset accounts as follows: 


Passbook Loans; Modernization 

Loans (F.H.A. Title I) 

The loan ledger or loan .cards are 
listed and proved to the general ledger 
control account. Then the notes are 
checked to the original entries in the 
register or journal and to the loan 
ledgers. The notes should be examined 
for genuineness, signatures compared to 
the signature cards, any endorsements 
verified, and dates and amounts exam- 
ined for correctness and possible alter- 
ations. 

Any loans in arrears of principal or 
interest should be listed separately, and 
a check made to see whether the same 
borrowers are also delitiquent on mort- 
gage loans. 


Real Estate and Bank Building 
Real estate holdings have been nom- 
inal in recent years in contrast with 
the serious problems which existed as 
an aftermath of the depression vears. 
The widespread adoption of amortizing 
mortgages, monthly payments of prin- 
cipal, interest, taxes and insurance, 
more careful investigation of mort- 
gagor’s financial ability, improved ap- 
praisal and inspection policies, and 
government guaranties, weigh heavily 
against any large scale resumption of 
foreclosure of real properties. Never- 
theless, the auditor should scrutinize 
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the real estate account for acquisition 
costs and carrying value, methods of 
capitalizing improvements and charging 
repairs and maintenance, handling of 
income, evidence of proper title to the 
property, and whether taxes are cur- 
rent and adequate insurance coverage 
maintained. 

The bank building account should 
be audited in detail from the previous 
examination including all additions and 
dispositions, income and expense. De- 
preciation policy should be reviewed 
for conformity with proper accounting 
and tax standards. 


Liabilities 

Some experienced auditors have been 
heard to say, “If you can satisfactorily 
control and prove the liabilities at the 
start of the examination, the assets 
will take care of themselves.” 

Too often at the start of the examin- 
ation, when emphasis is placed on 
controlling, checking and releasing ne- 
gotiable assets as rapidly as possible, 
the auditors are obliged to neglect the 
control and proof of liabilities. Too 
often all the assets are found intact 
and prove to the penny to the book 
figures only to have it discovered later 
that a miscreant employee kept two 
records of liabilities—one that agreed 
with the books and a correct set which 
reflected the true liabilities. Every 
auditor of a savings institution is aware 
of the possibilities of withheld ledger 
cards, delaying of deposit credits, un- 
authorized withdrawals, and abstrac- 
tion of funds deposited before the 
credit reaches the ledger—to mention 
a few common frauds. He also knows 
that his chances of detecting such irreg- 
ularities are better if he can take im- 
mediate possession of all liability rec- 
ords at the outset and list them in 
sufficient detail so that he can refer to 
the figures later in the examination. 
Unfortunately, it is not always possible 
with the usual limited assistance to 
establish complete initial control over 
both assets and liabilities. In many 
cases partial control is gained by having 
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the ledgers run by bank employees who 
do not ordinarily work on them. The 
tapes are then turned over to the 
auditor for subsequent checking. 

While it is recognized that direct 
confirmation with depositors and share- 
holders of credit balances is the type 
of verification which offers most assur- 
ance of the correctness of these liabili- 
ties, the auditor should not indiscrimin- 
ately employ this relatively time- 
consuming and expensive verification 
method. He should differentiate two 
kinds of banks—those having a well- 
controlled machine posting system and 
those using hand posting. 

Where machine posting is employed, 
the accountant can pretty well satisfy 
himself without direct verification 
whether it is properly controlled in a 
manner which would keep the possibili- 
ties of fraud to a minimum. If the ma- 
chine posts the ledger card and pass- 
hook simultaneously and also records 
entries on a locked-in tape, the teller 
has little opportunity to post fictitious 
withdrawals, alter postings, substitute 
ledger cards, etc., provided the machine 
is unlocked and totals are taken off by 
an employee having no access to cash 
or depositors’ ledgers. 

Under a hand posted system and in 
cases where machine posting has re- 
cently been established, the accountant 
can best satisfy himself of the validity 
of share and deposit balances reflected 
on the books by means of direct con- 
firmation with customers. Such con- 
firmations, if employed, might also in- 
clude loan balances. Where assets are 
concerned, use may be made of the 
“positive” form of verification under 
which the depositor is requested to sign 
and return the confirmation form to the 
auditor whether or not the balance 
agrees with his records. Under the 
“negative” method the customer is 
asked to communicate with the auditor 
only if the figures are in disagreement. 

Test checks should also be made of 
some large withdrawals by means of 
comparing the signature on the with- 
drawal slip with that on the signature 
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card and with the endorsement on the 
hank check issued in payment of the 
withdrawal. To complete this test, en- 
tries should be followed from their in- 
ception to their ultimate resting places. 
Thus, the machine tape or hand posting 
of the withdrawal should be examined 
and checked to the individual ledger 
account, total withdrawals for the day 
should be re-run and checked to the 
proot and thence to the general ledger. 
Finally, the method followed of can- 
celling and filing withdrawal - slips 
should be investigated to determine 
whether it woutd be possible for a teller 
to re-use an old withdrawal slip. 

The auditor should give particularly 
close attention to the dormant ledger. 
Sizable entries should be audited in de- 
tail. It should be noted whether the 
dormant accounts are under the control 
of an officer (dual control would be 
better ) and whether all transactions are 
properly authorized. The method of 
transferring accounts to and from the 
dormant ledger should also be reviewed. 


Other Liabilities 

(Officer’s or Treasurer’s Checks) 

Officer’s Checks should be audited in 
some detail. Items outstanding at the 
previous examination should _ be 
checked for ultimate payment. Sizable 
checks outstanding for long periods 
should be thoroughly investigated and 
each check number issued since the 
previous examination accounted for. 
The list of outstanding checks at the 
statement date should be re-checked 
later in the examination to compare 
items paid after the examination date. 


Income 

A simple income accrual record, in 
even the smallest institution, is of great 
value for the following reasons : 

1. Actual receipt of income can be 
checked against the accrual, thus 
bringing any misappropriation 
more quickly to light. 

enhanced, 
bond 


2. Control of assets is 


since disappearance of a 
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would be reflected in loss of ex- 
pected income. 

3. The bank’s earnings position is 
more accurately shown. 

4. Budgeting and forecasting of fran- 
chise or income tax position is 
made more feasible. 

Interest income may be tested by 
applying an average interest rate to 
average balances of loans and of securi- 
ties outstanding. These estimates 
should not be too far apart from the 
actual interest collected for the period. 


Expenses, Dividends 

In a small savings institution accrual 
of all expenses is generally not war- 
ranted, although major items such as 
salaries, interest paid, and rent may be 
kept under a simple but effective accrual 
system. 

The auditor will wish to determine 
whether good expense control exists by 
checking for proper authority for dis- 
bursements. He should watch particu- 
larly for overstatements of charges for 
interest and salaries, or for any ficti- 
tious charges to an expense account. 
A distinctive prenumbered expense 
check aids in maintaining proper con- 
trol. 

The calculation of dividends paid on 
deposits or shares may be checked with 
fair accuracy by applying an average 
percentage figure against average total 
shares or deposits. Even greater accur- 
acy is possible when effective dividend 
rates are applied to the individual con- 
trol sections. Also, the ratio of total 
expense and various categories of ex- 
pense to gross operating income in the 
institution under examination may be 
compared with like ratios shown by in- 
stitutions of similar size, or to those 
of the bank under examination for past 
periods. Average ratios are obtainable 
from reports published by the various 
supervisory authorities and by the fi- 
nancial trade associations. 


Taxes 
The various social security taxes ap- 
plicable in most businesses will also be 
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encountered in savings institutions. 
These include the federal old-age bene- 
fits contribution, employees’ withhold- 
ing tax, federal unemployment tax and, 
in New York State, the unemployment 
insurance and disability taxes. Where 
the bank building is owned, there will 
be various real estate taxes, according 
to the locality. 

Ixemption from payment of federal 
income taxes is granted to mutual sav- 
ings banks and to savings and loan 
associations under Section 101 (2) and 
101 (4) respectively of the Internal 
Revenue Code. However, annual in- 
formation returns are required of these 
organizations. They are also required 
to report payment to individuals of divi- 
dends of $100 or more in any year. 

Savings banks in New York State 
are subject to the payment of a fran- 
chise tax under sections 219q and 219x 
of the state Tax Law. 

In view of the increasing interest 
shown by the federal government in 
taxation of mutual and cooperative en- 
terprises, these organizations would do 
well to have their affairs in readiness 
for such a possibility. In this connec- 
tion, the independent public account- 
ant’s advice and experience will prove 
of particular value. Lack of knowledge 
in tax matters can result, and has re- 
sulted, in unrefundable overpayment of 
taxes which, in many instances, far ex- 
ceeded the accountant’s fee. This mat- 
ter of obtaining expert advice on mini- 
mizing of future tax liability is of 
importance even right now in the han- 
dling of such items as pension plans, 
treatment of bad debts, reserve trans- 
actions, and accounting for premium, 
discount, profits, losses and income on 
wholly or partially tax exempt securi- 
ties. 


Profits and Losses 


The auditor should carefully check 
the two chief categories involving profit 
and loss entries which might result in 
loss to the institution. The first con- 
cerns actual transactions, i.e., disposi- 
tion of an asset at a profit or a loss on 
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book value. On such transactions he 
should verify computations and _ trace 
the entries to determine whether all of 
the profit has been reflected in the 
books. In case of sale at a loss, the 
auditor will satisfy himself that the 
most unlikely event of the actual loss 
being increased and the difference im- 
properly diverted has not happened. 

The second category relates to book 
entries in asset, reserve and capital ac- 
counts, particularly writeup of an asset 
or charges to reserves. Such entries 
should be traced in detail to make cer- 
tain that offsets to the charges found 
their way in full as credits to the prop- 
er accounts. In one instance, for exam- 
ple, a writeup of the bank building was 
correctly reflected in the reserve ac- 
count but an offsetting debit to the 
reserve account was made by the official 
who then issued an officer’s check to 
himself. 


Summary 


In summary, the auditor’s review of 
operating figures is made chiefly to de- 
termine whether (1) all income to 
which the bank is entitled has been col- 
lected or credited, (2) all expenses 
were proper charges and have been cor- 
rectly classified, (3) taxes have been 
correctly computed and paid or pro- 
vided for, and (4) operating results 
have been correctly arrived at and fairly 
present the true net earnings for the 
period. 


Valuation 


The steps that naturally follow the 
verification of the balance sheet are the 
appraisa! and classification of the assets 
appearing thereon. 

Cash verified as on hand or on de- 
posit will, of course, be appraised at its 
face value, permitting the examiner to 
give his first attention to the bond ac- 
count. It is customary to appraise bonds 
held for banks at the closing price bid 
for them by dealers or exchange brok- 
ers the day before the examination. If 
inactive or unlisted issues are held, quo- 
tations of reasonable reliability may be 
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obtained from bond houses with which 
the bank has contact or from a corre- 
spondent bank. It is quite unlikely that 
a small savings institution would hold 
any part of an issue that has been 
“privately placed’, that is, where the 
whole issue has been sold to a few 
purchasers and not offered to the gen- 
eral public, with the result that there 
are no trades in the bonds and conse- 
quently no basis for quotations. If such 
honds are held, the auditor should at- 
tempt to evaluate them by comparison 
with quoted issues of similar credit risk 
and remaining term; indicating, how- 
ever, that such valuation is not an actual 
quotation. Here again the auditor, if 
not experienced in investment matters, 
may consult the bank’s own contacts 
in this field. 

Almost every bank will have some 
non-marketable government — bonds. 
Valuations of the Series F and G issues 
and the Series A Investment issue of 
1947 present no problem, as the bonds 
are simply appraised at their current 
redemption value. The new Series B, 
234% bonds, recently offered, are 
somewhat different as they can not be 
redeemed (by the holder) before 
maturity but may be exchanged for a 
five-year 14% note of the United 
States Treasury. The bonds therefore 
should never be worth less than the 
market value of such note but may un- 
der certain conditions be worth con- 
siderably more to their owners. A sug- 
gested appraisal figure is either the 
value of the five-year note or the price 
of the old Victory 2'%’s, whichever is 
higher. 

Although each issue held in the bond 
account will have its own value based 
on its own risk characteristics, interest 
rate, maturity and other terms, it is 
customary to value all adequately se- 
cured mortgage investments not in de- 
fault at their face value, or par, re- 
gardless of how they may vary with 
respect to the criteria by which bond 
values are determined. To the public 
accountant who may be bringing a 
fresh viewpoint to this field, the differ- 
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ence in the treatment of each asset 
grouping may seem incongruous and 
to a certain extent it has become so. 
Yet there are reasons for the differ- 
ence in treatment. Foremost are the 
purposes for which the respective asset 
groups are held. Mortgages with their 
higher returns are generally held for 
their “bread-and-butter” income, while 
funds are usually invested in bonds for 
want of any better outlet with a view 
toward liquidation whenever mort- 
gages should become more plentiful or 
deposits have to be repaid. Also, many 
mortgages are either open obligations 
or have such short terms that no ap- 
preciable discounts from their face 
values can be justified, while at the 
same time the possibility of early 
maturity or prepayment inhibits the 
growth of any premiums. The direc- 
tors of a bank, while being concerned 
with bond values, may be quite content 
to overlook the fact that many of their 
mortgages may not be disposable at 
their face value even while repayment 
in accordance with their terms may 
still be reasonably assured. However, 
the auditor will recognize that all 
things do change and, if he finds the 
bank in possession of any appreciable 
quantity of long-term mortgages which 
he knows can not be sold without some 
concession, he should not hesitate to 
reflect this situation in his valuation 
figures. 

Otherwise, all mortgages should be 
valued at par except those cases 
(which under present conditions 
should be few) where the value of the 
collateral has deteriorated to such ex- 
tent that an actual loss is considered 
probable. Here the asset should be ap- 
praised at its liquidation value, gener- 
ally the market value of the mortgaged 
premises less acquisition and _ selling 
expenses. Consideration should be 
given to the presence of any govern- 
mental insurance or guaranty in esti- 
mating the probable loss to the bank. 

The auditor should indicate his opin- 
ion of the value of all miscellaneous 
asset items, wherever a valuation can 
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be obtained. Where values can not be 
obtained, the book value may be used 
provided a notation of such use is 
given. Items charged off or chi irged 
down to one dollar should be evaluated 
like any other item. If such items are 
neglected by the auditor, it is quite pos- 
sible that the bank may in time lose 
sight of their worth. 


Classification 


The auditor now has a set of sched- 
ules representing an inventory of the 
bank’s assets showing both book values 
and appraised values. The next step is 
the classification, or grading of assets 
according to risk. Although sometimes 
overlooked or left incomplete, this is 
an import int feature of any examina- 
tion, as it provides management with a 
guide for credit policy. In matters con- 
cerning credit policy and the protection 
of depositors, it is rather pointless to 
determine the quantity of capital a bank 
has without also obtaining a summa- 
tion of the risks for which the cz ipital 
is needed. Without some grading of 
the assets it is very difficult to say 
whether any given quantity of capital 
is adequate. 

In the average small savings insti- 
tution, classification of assets is not a 
very difficult job. Cash on hand and in 
banks, and United States Government 
securities, are classified as riskless 
from a credit standpoint. Other bond 
investments may be classified on the 
basis of their agency ratings. Occa- 
sionally a non-rated bond will be found. 
If the auditor can not determine a 
proper category for such bond, on the 
basis of a comparison with other rated 
issues, he may look to the bank’s con- 
nections in the investment field, or to 
its city correspondent, for advice. If 
he has a quotation on the bond, he can 
be fairly safe in placing it in a rating 
category with other issues affording 
the same yield. 

The auditor will have most of his 
trouble, if he has any, in the classifica- 
tion of mortgages. Here he has no 
agency ratings to guide him, and as he 
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is not expected to be a credit expert, 
he must proceed on a more or less 
statistical approach, leaving it to the 
bank management to give weight to 
factors not statistically reflected. Also, 
he obviously can not have as many 
gradations of quality as the rating 
agencies use for bonds. Yet the grad- 
ing of the mortgage account must be 
comparable to the bond gradings or 
otherwise the composite risk of the 
whole institution can not be assayed. 
It is suggested that four gradings be 
provided, under such headings as 
“prime” (comparable to AA and AAA 
bonds), “good” (comparable to A and 
BBB bonds), “fair” (BB and B) and 
“poor” (below B). In the first grade 
should be placed all mortgages having 
special elements of strength, such as a 
low unpaid balance in relation to prop- 
erty value, FHA insurance or a strong 
VA guaranty. The “good” mortgages 
should roughly correspond in_ risk 
characteristics to a mortgage which, 
while not prime, could be placed with- 
out difficulty in the current market, 
while those in the “fair” category can 
he compared to erstwhile “good” loans 
where a moderate deterioration in the 
security has taken place. The “poor” 
category should include all in default 
and any others where the security has 
been weakened to such an extent that 
full recovery has become doubtful. The 
auditor should be guided in his grad- 
ing by such factors as the appraisal of 
the mortgaged property, stability of 
occupancy, and the amortization and 
maturity terms of the mortgage. 
Where mortgages are numerous he 
should grade the largest first until a 
major share of the dollar volume has 
been classified, after which those re- 
maining can be classified on a group 
basis with proper sampling. 


Report Schedules 
The following may be used as a 


guide by the auditor for the schedules 
of his report : 


(1) A balance sheet showing assets 
and liabilities in detail as of the 
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date of examination. This balance 
sheet should show the book 
amounts as verified by the auditor. 


Schedules listing the assets of the 
institution in as much detail as 
practicable, 1.e., individual listings 
of enough large and medium-sized 
items to cover a major portion of 
total assets. The schedule should 
be set up for: 

(a) Bond Investments, showing 
each issue, its cost, book 
value, appraised value and 
rating classification. It is also 
helpful to indicate the call 
price and terms for each issue 
so that this important infor- 
mation is kept before the di- 
rectors. The schedule should 
show the various issues in 
their separate risk classifica- 
tions beginning with U. S. 
Treasury's and_ proceeding 
through AAA and the lower 
rating categories. 

(b) Mortgage Investments, show- 
ing unpaid balance, identifi- 
cation of mortgaged premises, 
interest rate, maturity and 
amortization terms, date and 
amount of last appraisal, date 
of last inspection, and the 
auditor's appraisal of the 
value of any investment 
where such appraisal might 
be less than par. The sched- 
ule should indicate any loans 
in arrears of interest, taxes 
and amortization, and should 
be arranged in the order of 
the risk classifications used 
by the auditor. (See above 
suggestion ) 

Other Assets, giving sufficient 

descriptive information and 

appraisal and _ classification 
data corresponding to that 
mentioned under (a) and 

(b). 


\ summary schedule showing the 
amounts held in the various risk 
classifications. This — schedule 
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should also show the amount of 
bank capital funds as it appears 
on the basis of book value of assets 
and on appraised values. It would 
be helpful if this schedule would 
also. show. similar information 
brought forward from the two 
previous examinations. 

A schedule in detail of the income 
and expenses, profits, losses and 
capital and reserve adjustments 
for the full fiscal period preceding 
the examination date, with a short 
reconcilement of the book capital 
position down to the examination 
date. This schedule should also 
show similar information, in com- 
parative arrangement, for the two 
previous fiscal periods. 


(4 


A schedule of cash availability 
covering prospective receipts from 
mortgage amortization and matur- 
ing loans and securities over the 
next five years. This schedule, 
which should be arranged in quar- 
terly periods for the first two years 
and annually for the next three, 
should enable the auditor to re- 
view the liquidity position of the 
institution in the light of prospec- 
tive needs. 


a, 
ma 


(6) A text written by the auditor, no 
longer than necessary, pointing up 
the results of his examination, the 
significance of any changes since 
the previous examination and any 
pertinent comments or suggestions 
concerning the banks’ operating, 
lending or investing policies. 


Legal and Regulatory Observances 


Every now and then a bank finds 
that it has unwittingly failed to comply 
with one of the numerous laws or regu- 
lations under which it operates. In 
such cases, it is much more appreciated 
when the fact is called to attention by 
its own auditor rather than by a gov- 
ernmental employee or official. ‘The 
auditor should therefore provide him- 
self with a check list of all such matters 
pertaining to the type of institution he 
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is examining and urge that such list be 
maintained and employed by the bank 
in its day-to-day operations. The fol- 
lowing will serve to illustrate the type 


r of work that can be done in this re- 
spect : 
a. Jnvestments. Savings institutions 


in most states are restricted in the 
way they can invest their assets. 
Where securities are concerned, 
legal lists can be referred to. If 
the securities have been recently 
issued, a representation on behalf 
of the seller, if a reputable bank- 
ing house, will suffice until publi- 
cation of the next list. The statute 
should be consulted for specific 
limitations on the amount invest- 
able in any one issue, or class of 
issue. Regulations of the United 
States Treasury pertaining to the 
holding of government obligations 
should also be taken into account. 

Rules governing mortgage in- 
vestments generally require a first 
lien on property of minimum ap- 
praised value in relation to the 
mortgage. The auditor should see 
that appraisals are in proper form 
and amount, and that evidence of 
a first lien on the property is on 
hand. 

The auditor should be familiar 
with the requirements of the Fed- 
eral Housing Administration and 
the Veterans Administration for 
the insurance and guaranty of 
mortgages, respectively. State 
statutes usually permit banks to 
invest on a more liberal basis 
where mortgages are insured or 
guaranteed. It is therefore incum- 
bent on the auditor to verify that 
the bank has taken all the steps 
necessary to make such protection 
effective, especially when the limi- 
tations on ordinary mortgages 
have been exceeded. Restrictions 
on the lending area, amount of 
mortgage, type of property or re- 
payment terms should not be over- 
looked. 


Reports. The following are some 
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of the reports generally required 

of savings institutions : 

1. Monthly report to trustees or 
directors covering acquisition 
and disposition of assets. 

2. Annual report to supervisory 
authorities on prescribed 
forms. (These reports may 
be supplemented at times by 
requests for periodic interim 
reports. ) 

3. Report to deposit or share in- 


surance authority covering 
computation of insurance 
premium. 


4. Report of “abandoned funds” 
to state comptroller. 

5. Franchise or income tax re- 
port (state). 

6. Report of tax-exempt enter- 

prise (federal). 

Information return on divi- 

dends ($100 or over) paid to 

depositors in any year. 

8. Withholding tax reports. 

9. Information returns on wage 
or salary payments. 

10. Social security and unem- 
ployment insurance returns. 

11. Directors’ examination com- 
mittee. 

Other Matters. The auditor should 

familiarize himself with the re- 

quirements with respect to the 
following : 

1. Limitations on the borrowing 
of money. 

2. Distribution of earnings and 
prerequisites to the payment 
or declaration of dividends. 

3. Election and qualification of 
directors, and loans to em- 
ployees and directors. 

4. Minimum bond re- 
quirements. 

Safe Deposit. Where small sav- 

ings institutions operate safe de- 

posit facilities it is very important 
that rigid procedures be scrupu- 
lously followed. The bank should 
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he able to show, in case it is ever 
called upon to do so, that it in- 
variably follows procedures which 
preclude access to any box except 
by the lessee thereof or his duly 
authorized representative. It is 
not enough merely to have regular 
procedures as slipshod observance 
of them can be more detrimental 
to the bank’s cause than the 
absence of any routine. Duplicate 
keys and keys to unrented boxes 
should, of course, never be per- 
mitted to come into the possession 
of the employee in charge of the 
boxes. 


Systems, Procedures and 
Recommendations 


\s the examination progresses, the 
auditor will have noted any deficiencies 
in methods, systems and procedures 
which should be brought to the atten- 
tion of management. His suggestions 
concerning any changes will be in the 
direction of simplifying procedures 
which, as often happens, grow with the 
institution until they gradually become 
unnecessarily encumbered with dupli- 
cations and triplications. For example, 
it was discovered in a savings bank 
that three separate records were being 
kept for mortgage loans where one 
would have sufficed. The auditor’s gen- 
eral test of methods and systems will 
indicate whether they are efficient, 
flexible and adaptable to changing con- 
ditions, and whether they furnish the 
necessary information readily. If mech- 
anization of operations appears war- 
ranted from the viewpoint of cost, vol- 
ume of work, and improving control, 
the auditor will wish to cover this 
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Management would also appreciate 


any specific suggestions designed to 
tighten up the system of internal check. 
In small institutions this is of particu- 
lar importance. For example, one 
source of embezzlement which can be 
minimized with little effort is forgery 
or alteration of withdrawal tickets, by 
requiring that on all withdrawals of 
over a certain amount, say $500, a sec- 
ond person see the passbook (after the 
entry therein has been made) and 
initial the ledger card to show that he 
has witnessed the withdrawal in the 
amount stated. 

In conclusion, it may be said that the 
auditor should seek to make his work 
as useful as possible to the management 
and to the supervisory authorities 
which usually require a copy of the 
examination. While the cost of the 
examination must be kept within rea- 
son, the engagement should not be un- 
dertaken merely to satisfy the legal 
requirements. 

The task of examining a savings in- 
stitution is by no means as simple as it 
might appear at first glance. It requires 
a great deal of effort, study and famili- 
arity with the business. This point of 
view is likely to become better under- 
stood and more widely held in the 
thousands of communities where the 
smaller banking organizations are lo- 
cated, and this field of accounting prac- 
tice, therefore, is one that may well be 
developed to a greater extent than it 
has been to date. To the qualified ac- 
countant who is willing to devote the 
time and effort necessary to become a 
specialist in bank examination work, 
an opportunity exists for performing 
an important service to the community, 
to banking and to his own profession. 
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Accounting as an Effective Aid to the 


Financial Control of New York Towns 


By Georce W. Larrerty, C.P.A. 


pene article has two major objec- 
tives: the first is to summarize the 
ways in which accounting controls may 
assist administrative officials of New 
York towns in the execution of their 
legal duties; the second is to demon- 
strate the manner in which accounting 
techniques may be applied towards the 
successful accomplishment of the first 
objective. 

The writer has no intent to provide 
in this article the full and complete de- 
tails of a system of accounting for New 
York State towns. Rather, it is intend- 
ed to outline, in a broad, general man- 
ner, those ways in which accounting 
may be of assistance to town officials, 
accompanied by some of the more im- 
portant accounting records that can be 
used in attaining this end. It is believed 
that presentation of illustrative state- 
ments is also beyond the scope of this 
article and that a separate article could 
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well be devoted to a subject such as 
“Financial and Operating Statements 
for New York Towns.” 

Preliminary to development of the 
major objectives, mentioned above, 
there is outlined briefly the position of 
towns in the political organization of 
New York State and their general ad- 
ministrative characteristics. 

New York political units are: (1) 
State Government, (2) County Gov- 
ernments, (3) City Governments, (4) 
Town Governments and (5) Village 
Governments. There are also certain 
other units, of an independent nature, 
which are typified by Union Free 
School Districts, and various special 
authorities such as The Port of New 
York Authority. 

The town occupies an intermediate 
position between the county govern- 
ment and village government. Broadly 
speaking, its function is to provide gov- 
ernmental services to residents of its 
political and geographical boundaries 
not serviced by village governments. 
The town operates as an independent 
government with its own elected gov- 
erning body and appointed administra- 
tive officers. The organization of a 
typical New York town is presented in 
chart form in Exhibit A (see Page 404). 
This exhibit shows the various admin- 
istrative authorities, elective and ap- 
pointive. It is through aid and assist- 
ance to these officials that accounting 
controls justify their cost and effort. 


New York State towns basically con- 
trol their finances through the medium 
of an adopted budget which is subject 
to public hearing and final approval of 
the Town Board. Such budget will 
ordinarily include (1) detail of 
amounts to be expended, (2) estimates 
of revenues from sources other than 
direct levy on real property located 
within the tax boundaries of the town, 
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(3) net amount to be raised through 
real property taxes, and (4) allocation 
of estimated expenditures, net of appli- 
cable estimated revenues, to valuations 
subject to tax therefor. 

Upon adoption of the budget, the 
town is legally obligated to limit expen- 
ditures to purposes and amounts auth- 
orized therein, except as modifications 
to the original budget may be author- 
ized by the Town Board in accordance 
with the provisions of town law. 

The accounting controls should be 
designed so as to expedite the accumu- 
lation of financial information for pres- 
entation, in statement form, to the 
administrators concerned. These state- 
ments should be of assistance in con- 
nection with: 

(1) Preparation of annual budget estimates. 

2) Observance of budgeted appropriations 
for expenditures. 

(3) Preparation of interim (monthly or 
more frequently, if desired) statements 
on budget positions in respect to esti- 
mates of revenues. 

(4) Provision of such miscellaneous finan- 


cial data as may be needed by town 
officials for the execution of their 
duties, in the nature of : 

(a) Information as to amounts real- 


ized from the sale of bonds and 
expenditures therefrom. 
(b) Statements reflecting financial po- 
sition of various funds. 
Statement of cash received and 
disbursed classified according to 
funds. 
Provision of such information as may 
be necessary for the preparation of 
annual reports to the New York State 
Department of Audit and Control. 


(c 


wn 
w 


All of the foregoing items are valu- 
able adjuncts to the control of town 
financial operations. They are of pri- 
mary aid to the Town Supervisor who 
1s vested by law with the responsibil‘ 
for executive supervision of town op 


Financial or Operating Statement 


Balance Sheet 


Summary Sfatement of Cash Receipts and 
Disbursements 
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ations. The Town Comptroller func- 
tions as the director of accounting 
activities, and it is his task to see that 
the accounting system is so arranged as 
to provide the Supervisor with the in- 
formation necessary to the execution of 
his duties. It should be observed that 
some New York State townships do not 
have an officially designated Comp- 
troller. In such towns the Town Clerk 
and Town Treasurer perform the ac- 
counting duties of the Comptroller. 

There are certain records and forms 
which the writer considers essential to 
the successful operation of the account- 
ing system. Such records and forms 
are listed below and some of the more 
important accounting records are il- 
lustrated in subsequent pages. 

Basic Accounting Records and 

Documents Required: 

1. Cash receipts record by bank accounts. 
Cash disbursements (or check) record 
by bank account. 

3. Bank checks for various bank accounts. 

4. General journal for non-cash transac- 

tions. 

5. General ledger, with accounts grouped 

by funds. 

6. Trial balance with accounts classified 

by funds to which applicable. 

7. Appropriation detail ledger. 

8. Revenue ledger. 

9. Expenditure vouchers 

payroll). 

10. Purchase order forms and commitment 
book. 

11. Forms for the daily (or otherwise) 
summarization of cash receipts. 

12. Periodic report forms designed to dove- 
tail with the pattern of accumulations 
as they appear in above records. 

The statements which the writer 
deems necessary for the control of town 
fiscal affairs and the source of their de- 
rivation in the accounting records are 
listed below. 


i.) 


(general and 


Accounting Source 


Trial balance classified by funds. (Not 


illustrated). 

From Exhibits B and C; Statement of Rev- 
enues other than Real Estate Taxes ; State- 
ment of Receipts from taxes and assess- 
ments on Real Estate; and Statement ot 
Appropriation Expenditures, Receipts, and 
Unliquidated Encumbrances. 
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Financial or Operating Statement 


Statement of Revenues other than Real 
Estate Taxes 

Statement of Receipts from Taxes and 
Assessments on Real Estate 

Statement of Appropriation Expenditures, 
Receipts and Unliquidated Encumbrances 


The statements, as listed above 
(together with certain statistical infor- 
mation of a non-accounting nature) 
prepared on a monthly basis, supported 
by any additional schedules occasioned 
by the peculiar characteristics of any 
given town, will provide the basic in- 
formation necessary to control of the 
town’s fiscal operation. 

The operation of the accounting 
forms illustrated on following pages, 
and their usefulness in accumulating in- 
formation for purposes of financial and 
operating statement presentation, are 
discussed below. These forms have been 
successfully applied in the case of a 
New York town with an annual budget 
in excess of $1,000,000, and total re- 
ceipts in excess of $2,000,000. 

The basic accounting principles ap- 
plicable to the case at hand are that 
the accounts are maintained on a modi- 
fied cash basis which accrues certain 
assets as they currently become receiv- 
able. Liabilities are accrued only at the 
end of the year when such amounts are 
integrated into the general ledger ac- 
counts. In general it may be said that 
the basic philosophy followed is more 
akin to the cash basis than the accrual 
basis although the characteristics of 
each are present. 


Cash Receipts Record— 

Exhibit B (Page 405) 

A cash receipts record, similar to 
that illustrated, is maintained for each 
bank account and all bank accounts ap- 
plicable to each fund are grouped to- 
gether. For example, general fund 
bank accounts are maintained for regu- 
lar operating funds, collections from 
taxes and assessments, payments of 
bond principal and interest, and various 
other accounts of a largely inactive 
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Accounting Source 
Exhibit E. 





Revenue Ledger 
Revenue Ledger—Exhibit E. 


Appropriation Detail Ledger (Exhibit D) and 
Commitment Register. (Not illustrated). 


status. Separate cash receipts records 
are maintained for Highway, Special 
District, and other special funds and 
for the recording of proceeds from bond 
sales. 

The mechanics of operation may be 
briefly described as follows. The 
“Date”, “Source of Receipt’’ and “Cash 
Debit” columns are self-explanatory. 
The General Ledger Credit column is 
intended to handle all receipts exclusive 
of “Revenues Other than Real Etate 
Taxes” and “Appropriation Receipts’’. 

The column for “Revenues Other 
than Real Estate Taxes” represents a 
general ledger control account included 
within the general fund accounts. En- 
tered in this column are such items as 
receipts from licenses, permits and mis- 
cellaneous items collected by the Town 
Clerk and Building Inspector, as well 
as amounts representing state aid pay- 
ments, returns of court fines and fees, 
from the state, franchise taxes, mort- 
gage taxes, etc., received directly by the 
Supervisor. Such amounts are sum- 
marized for entry in daily, weekly, or 
monthly totals and are supported by 
reports from the collecting officials. 

The “Appropriation Receipts” col- 
umn is designed to accumulate those 
receipts which are credited direct to 
appropriation accounts. A column of 
this type is helpful in the cash receipts 
record of each fund where appropria- 
tion accounts are involved. Specifically 
such columns are useful in the case of 
General Funds, Highway Funds and 
Special District Funds. 

If the volume of activity is such as to 
merit the addition, supplementary col- 
umns may be added to show (in memo- 
randum form) the beginning balance 
of cash, daily deposits, and daily dis- 


(Text continued on page 406) 
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(Continued from page 403) 
bursements, from which may be deter- 
mined daily, weekly, or otherwise the 
ending balance of cash. 

It is to be noted that this record (and 
all others) presupposes account cod- 
ing, which, of course, demands that 
ransactions be transcribed into appro- 
priate code numbers from a master code 
sheet prior to entry in the cash receipts 
record. The “F” column is designed 
to provide a control over detail postings 
through the medium of a (V) to indi- 
cate that such postings have been made. 

It is intended that detail postings be 
made daily, weekly, or monthly as the 
case may be, and that entries to control 
accounts be made monthly through the 
medium of standard journal entries 
representing the cumulative results of 
the month’s recordings. Such an entry 
would be as follows: 


CT OTS | en ee eee en Pater EX 
Cr. Revenues other than 
Real Estate Taxes...... KK 
Cr. Appropriation Control. . XXXX 
Cr. Various General ledger 
RIGOR ico cic sce oc wise de 1 oO. 4 


The portion of the above entry appli- 
cable to Various General Ledger Ac- 
counts provides information used in the 
preparation of the Monthly Summary 
Statement of Cash Receipts and Dis- 
bursements. 


Cash Disbursements Record— 
Exhibit C (Page 405) 


A cash disbursements record similar 
to the one appearing in Exhibit C is 
used for each bank account. Obviously, 
modifications to this basic form must 
be made dependent upon the nature of 
ransactions cleared through the ac- 
count. For example, if the account were 
used for expenditures from bond 
inonies, then the appropriation control 
debit column would be eliminated and 
a column or columns substituted with 
appropriate headings indicating the 
project or projects to be charged. 

This record has been applied to use 
under a straight cash basis of account- 
ing and entries therein have been made 
directly from approved vouchers after 
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checks in payment thereof have been 
drawn. Postings to detail appropriation 
accounts are made directly from ap- 
proved vouchers, after recording in the 
cash disbursements record. 

It is worthy of observation that 
where it is desired to record vouchers 
prior to payment (thereby utilizing the 
accrual basis of accounting ) this record 
may be converted into a voucher regis- 
ter and the cash disbursements record 
made into a simple register of checks 
issued. 

Payroll deductions are handled, for 
general ledger purposes, on a memo- 
randum basis only. The detail of such 
deductions appears on the payroll 
vouchers and the gross cash credit and 
distribution of the charge is entered in 
summary total only in the cash disburse- 
ments record. It is the writer's opinion 
that this is a simpler procedure for 
recording, although a degree of control 
is lost through failure to clear payroll 
deduction items through general ledger 
accounts. This procedure was adopted 
in view of the fact that such deductions 
are made simultaneously with the draw- 
ing of checks, for the total amounts 
withheld to payees such as the Federal 
Government, New York State Retire- 
ment System, and others. 

Similar to the practice in connection 
with the Cash Receipts Record, a 
standard journal entry, reflecting the 
accumulation of the month's recordings, 
‘s prepared. This entry is illustrated 
below: 


Dr. Appropriation Control (or 


ather Control) <..ics% 66s es SOK 
Dr. Various General Ledger 
PNGCOUMIS® (oka vedio ciaiee 2 XXXX 
3k CoS ee ee er ene XXXX 


From the portion of the illustrated 
standard entry applicable to Various 
General Ledger Accounts information 
is derived for the monthly summary 
statement of cash receipts and disburse- 
ments. 
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Appropriation Ledger Sheet— 
Exhibit D (Page 405) 


\ ledger sheet similar to the one 
illustrated is maintained for each func- 
tional appropriation account, and ap- 
propriations applicable to each fund are 
grouped together. For example, within 
the General Fund, are accounts for 
Town Board, Town Clerk, Supervisor, 
Controller, etc., and similarly within 
other funds. Within each functional ap- 
propriation are detailed line objects of 
expenditure which are of historical im- 
portance in the preparation of the an- 
nual budget. For purposes of reporting 
and control, the town operates on the 
basis of functional appropriations, 
which results in greater flexibility as 
regards objects of expenditure within 
each functional appropriation. 

The mechanics of this type of appro- 
priation ledger may be described as 
follows: At the beginning of the fiscal 
year the total amount of the budgeted 
appropriation for each function is en- 
tered in the unexpended balance col- 
umn, with the individal line object 
amounts appearing in their appropriate 
columns. Entries for expenditures are 
posted directly from the vouchers. Ap- 
propriation receipts are posted from the 
cash receipts book. At the end of the 
month (or more frequently if desired) 
the unexpended balance column plus 
receipts during the month, less expendi- 
tures incurred for the month, provides 
the available balance of the appropria- 
tion. 

Monthly and cumulative figures from 
the Total Debit column and_ the 
Receipts Credit column are entered 
directly in the monthly statement of ap- 
propriation expenditures, receipts and 
unliquidated encumbrances. 

It will be observed that no provision 
is made in this ledger for encum- 
brances. If the journalizing, posting to 
detail and subsequent reversal of en- 
cumbrances is deemed essential to ade- 
quate control, an encumbrance column 
may be included adjoining the receipts 
credit column and applied in arriving 
at a balance available for expenditure. 
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In the writer’s opinion, journalizing of 
encumbrances is not always mandatory, 
although viewed as such by many au- 
thorities on municipal and government- 
al accounting. It is not intended to 
de-emphasize the importance of out- 
standing encumbrances in determin- 
ing available appropriation balances. 
Rather it is intended to de-emphasize 
the necessity for journalizing and sub- 
sequent reversing of such amounts 
where statistical methods of application 
may be used, which do not demand 
entry in the general ledger. 

A separate register of purchase 
orders (or encumbrances) is main- 
tained in which distribution is made by 
functional appropriations only, and 
which shows the order number, amount 
of order, date paid, and actual amount 
expended for liquidated order. The 
balance column is applied to each pur- 
chase order so as to provide for partial 
deliveries and payments. At the end 
of each month a total is prepared of 
the balance column for each appropria- 
tion and entered in the unliquidated 
encumbrance column of the monthly 
statement of Appropriation Expendi- 
tures, Receipts and Unliquidated En- 
cumbrances, which column is applied 
against the unexpended balance of the 
related appropriation in arriving at the 
balance available for expenditure. 


Revenue Ledger— 

Exhibit E (Page 405) 

A ledger similar to the one illustrated 
is maintained for each source of reve- 
nue. For example, one is maintained 
for revenues collected by the Town 
Clerk and paid over to the Supervisor. 
Another is maintained for amounts 
collected by the Receiver of Taxes, rep- 
resenting items other than real estate 
taxes, and yet another for collections 
by the Building Inspector. The indi- 
vidual columns, following the total col- 
umn, are designed to permit the 
accumulation of details in respect of 
each source of revenue for presentation 
in the monthly Statement of Revenues 
other than Real Estate Taxes and as an 


(Continued on page 418) 
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The Auditor Makes His Report 


By Epwarp J. Taytor, C.P.A. 


What shall it benefit the client if the audi- 
tor performs the highest grade of professional 
work and is unable to present his results in 
a form acceptable and comprehensible to his 
client ? 

—R. H. MontcoMery 

The auditor who finds himself in 
that predicament and realizes it, would 
probably like to follow the advice of 
the Scotch sage who said, “Never write 
it if you can say it and better yet, just 
wag your head.” But an auditor cannot 
just stand around solemnly wagging his 
head, so he must get on with writing an 
audit report. Careless preparation of 
reports tends to break down confidence 
in the auditor. Excellent work is often 
obscured by failure to present a clear- 
cut, hard-hitting report. 


Summary 

A thumbnail compendium of the 
thoughts intended to be conveyed by 
this article is as follows: 

1. The ability to prepare a clear, 
concise, and interesting audit report is 





Epwarp J. Tayror, C.P.A., has 
been a member of our Society and 
also the American Institute of Ac- 
countants, since 1935. During 
World War II he was officer-in- 
charge of the audit-review section 
of Navy Cost Inspection Service in 
Washington which endorsed and in- 
terpreted for procurement and other 
officers the accounting reports of 
Cost Inspectors (largely recruited 
from the field of public accounting). 
Those reports faced a more exacting 
test than annual financial reports 
prepared for stockholders. 

This article appeared originally in 
the L. R. B. & M. Journat which 
is published by Lybrand, Ross Bros. 
& Montgomery for distribution to 








members and employees of the firm. 
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an essential qualification of the suc- 
cessful auditor. Failure in this impor- 
tant respect curtails the value of the 
audit and indirectly the progress of 
the auditor. 

2. The audit report is the summa- 
tion and permanent record of the per- 
formance of the audit. It is the con- 
crete product of the billing, which often 
runs to very large sums. 

3. The wording of the short-form 
audit report has been generally stand- 
ardized except with respect to explana- 
tions and qualifications. 

4. The standard short-form report 
states with commendable brevity the 
scope of examination in one paragraph 
and the opinion of the auditor in an- 
other paragraph. 

5. The long-form report is distin- 
guished by greater volume of text than 
the short-form report, together with 
information that is explanatory, de- 
scriptive or analytical. 

6. Explanations and qualifications 
in an audit report must be stated clear- 
ly and unequivocally. 

7. An opinion should not be given 
if the qualifications are such as would 
negate an expression of opinion, or 
render the report worthless. 

8. The long-form report is often the 
only tangible evidence the client has to 
judge the value of the audit to him. 
His impression of the report remains 
his impression of the skill and ability 
of the auditor. 

9. Care and diligence must be ap- 
plied in writing the text of long-form 
reports to avoid inept expressions and 
misstatements of fact and opinion. 

10. Financial statements must be 
designed to create the right impression 
and the impression conveyed by the 
statements must be that intended by 
those who fashioned the statements. 
Accountants are judged as much by 
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financial statements as by their reports 
thereon. 

11. Disclosure in financial state- 
ments must be adequate and complete. 

12. Advice to staff auditors con- 
cerning the manner of writing reports 
is always timely. 

13. Examples of good and bad re- 
porting should constantly be studied 
and criticized. 

14. Alertness of assistants in devel- 
oping useful information for a long- 
form report, or bringing to attention 
matters bearing upon the wording of 
the short-form report and the financial 
statements, should prove of great value 
to seniors in charge of audit engage- 
ments. 


Word-Man; Number-Man 

Public accountants by training and 
experience may be said to compose two 
general groups which we can designate 
as “word-man” and “number-man.” 
The tendency is to advance with train- 
ing and experience into the word-man 
group. Members of such group have 
relative degrees of talent for speaking 
and writing and skill in report struc- 
ture and phraseology. Generally, a 
good word-man is also a good number- 
man although some have primarily a 
special gift for evaluating the signifi- 
cance and meaning of words and 
phrases, while others make a fetish of 
words for their own sake. Many a 
number-man despairs of becoming a 
word-man and prefers to leave to 
others the choice of the words which 
describe, explain and form the final 
product of an otherwise excellent audit 
performance. 

The number-man and the less care- 
ful or capable word-man frequently but 
erroneously consider that their problem 
is simplified or even solved when the 
client requires only the short-form re- 
port and there is no need to include 
qualifications or explanations in its 
standard text. The terms “short-form 
report” and “long-form report” indi- 
cate the volume of text written by the 
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independent accountant to accompany 
the financial statements; however, the 
report is more than just the text. It 
includes the financial statements and 
the notes accompanying them. Too 
often, in discussion of reports, con- 
sideration is given only to text of the 
long form without thought to the state- 
ments. It is well established, of course, 
that financial statements are the repre- 
sentations of the client, not the inde- 
pendent accountant. But, it is not as if 
they were a picture already painted 
concerning which the accountant writes 
an accompanying text. Financial state- 
ments, as respects form and content, 
are in large part the product of the 
fertile minds of public accountants. 
The quality of workmanship of public 
accountants is measured as much by 
the financial statements as by the text 
of the report upon them. 

Skill in the preparation of audit re- 
ports can be cultivated by those who 
are otherwise technically well qualified 
and have some measure of skill in the 
art of writing. For some it means as- 
siduous cultivation but for others only 
training and application. Many have 
achieved word-man status in an ac- 
counting organization without having 
developed the better kind of this quali- 
fication. For them as well as the 
burgeoning word-man of the number- 
man group, public accountants would 
do well to take some pains toward or- 
ganized training and cultivation in the 
art of writing. 


Short-Form Report 


The text of the short-form report 
has generally been standardized and 
the standard wording found in it rep- 
resents the product of the best account- 
ing brains of the country. There is no 
standard wording that can be used in- 
flexibly, because no short form can be 
devised which will, without alteration, 
omission or substitution cover the 
whole field of examinations undertaken 
by independent public accountants. 
There are many instances where some 
phrase in the standard form may be 
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inappropriate and there are occasions 
when explanations or exceptions, or 
both, may be required. 

The basic idea of the standard form 
of wording is that every audit report 
requires at least one paragraph of com- 
ments concerning the scope of exami- 
nation by the independent accountant 
and another paragraph embodying his 
opinion that the financial statements 
present fairly the position and results, 
or a frank disclosure of the reasons 
why he is unable to express such opin- 
ion. Unless the audit report does both 
of these things it does not serve the 
purpose for which it was sought. 

The two standardized paragraphs of 
the short-form report state the nature 
and scope of the technical service the 
professional accountant seeks to per- 
form, and largely govern his responsi- 
bility. Because it is essential that such 
a report be phrased clearly and con- 
cisely in language which has a reason- 
able background of general acceptance 
as to its intent, the profession has 
agreed upon a statement of these char- 
acteristics in words which express the 
acknowledged intent. 

The standard form of wording for 
the short-form report which is present- 
ly in use is as follows: 

We have examined the balance sheet of 
X Company as of December 31, 19.. and 


the related statement(s) of income and 
surplus for the year then ended. Our ex- 
amination was made in accordance with 


generally accepted auditing standards, and 
accordingly included such tests of the ac- 
counting records and such other auditing 
procedures as we considered necessary in the 
circumstances. 

In our opinion, the accompanying balance 
sheet and statement(s) of income and sur- 
plus present fairly the financial position of 
X Company at December 31, 19.., and the 
results of its operations for the year then 
ended, in conformity with generally accepted 
accounting principles applied on a basis con- 
sistent with that of the preceding year. 


This form was designed originally in 
1932 and has been improved by vari- 
ous revisions during the subsequent 
years. All of the words have been care- 
fully culled over and tested for signifi- 
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cance and for conveying the right 


shade of meaning. 


Exceptions and Qualifications 


Whenever it becomes necessary to 
write an exception or qualification into 
an audit report it must be expressed 
clearly and unequivocally as to whether 
it affects the scope of the work, any 
particular item of the financial state- 
ments, the soundness of the company’s 
procedures, or the consistency of ac- 
counting practices where lack of con- 
sistency calls for an exception. [x- 
ceptions should be stated so that their 
import may not be susceptible of mis- 
understanding, and with careful regard 
for the relative importance of the ex- 
ception to the statement as a whole. 

An Institute special committee has 
advised that distinction must be made 
between those comments intended to be 
merely informative or to state limita- 
tions on the scope of the accountant’s 
work (e. g., where part of the work 
has been performed by other account- 
ants) and those which indicate dissent 
from particular practices of the client. 
A succession of explanations and fac- 
tual information in the body of a re- 
port followed by an opinion “subject 
to the foregoing” may be ambiguous 
because the auditor does not make it 
clear to which, if any, of the matters 
he is taking exception. 

[t is not proper to evade responsi- 
bility by qualifications which make a 
report worthless. If a client has so 
restricted the scope of an examination 
that numerous qualifications become 
necessary when stating conclusions re- 
garding the financial statements, the 
auditor should not submit an opinion. 
It is proper to give qualified opinions 
regarding financial statements where 
there are legitimate differences of opin- 
ion as to what may constitute accepted 
principles of accounting under certain 
circumstances. However, regard must 
be had for the requirement that the 
financial statements must be prepared 
in accordance with principles for which 
there is substantial authoritative sup- 
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port. There are times when an auditor 
cannot reach a judgment concerning an 
iten of importance owing to inade- 
quacy of evidence or the necessity of 
deferring to another authority regard- 
ing the amount or character of an item. 
A qualification is appropriate under 
such circumstances. 


Long-Form Report 


The long-form audit report affords 
the accountant a means of maintaining 
his line of communications with the 
client. In many cases the client himself 
may see but little of the members of 
the staff directly engaged on the work, 
and his impression of the value of the 
work done will be based in large meas- 
ure on the report submitted. The effort 
entailed in continuous vigilance over 
the form and content of audit reports 
will be repaid by increased confidence, 
deserved recognition and the satisfac- 
tion that the summation of the audit is 
not less excellent than the performance 
of it. 

For the long-form report the ac- 
countant takes the two basic para- 
graphs of the standard short form and 
adds comments and information that 
are explanatory, descriptive or analyti- 
cal. The product should be well bal- 
anced as to items of interest and sig- 
nificance and include information which 
gives to directors and others who re- 
ceive the report explanations of results 
which they could not deduce from 
study of the financial statements alone. 

The well-rounded report generally 
includes four principal sections. One 
section is devoted to discussion of op- 
erating results, comparisons with the 
preceding year, analyses and explana- 
tions of significant changes in sales, 
gross profit, expenses and other prin- 
cipal elements of net income for the 
two years reported upon. Another sec- 
tion deals with and illustrates the 
changes in financial position during the 
fiscal year and discloses in simple sum- 
mary the principal items which con- 
tributed to the change of net working 
capital. Then follows comments upon 
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various balance sheet items, their bases 
and composition and the scope of the 
audit of them. The other principal re- 
port section covers matters of interest 
concerning scope of audit of elements 
of the statement of income, any useful 
details of miscellaneous aggregate 
amounts therein, and comments upon 
accounting procedures and_ internal 
controls. 

Three essentials for the production 
of good audit reports are: first, sys- 
tematic and well-ordered collection of 
significant facts; second, logical and 
careful consideration of them; and 
third, summarization in a clear, con- 
cise and readable manner of the work 
the auditor has performed and the 
conclusions he has reached. It is im- 
portant that the report carefully and 
precisely define the scope of the audit 
and distinguish between matters of 
fact established by the auditor and 
conclusions based on information fur- 
nished but not verified. Facts must be 
differentiated from opinions. In defin- 
ing the scope of an audit it is often as 
important to say what has not been 
done as to say what has been done. 
While a disclosure in his report that 
he has omitted procedures required un- 
der accepted auditing standards might 
not relieve the auditor of responsibility, 
he should clearly state any important 
limitation which has been placed upon 
his work. 

Whether or not the report writer 
has chosen a good over-all structure or 
a poor one, his greatest problem arises 
in the detailed structure and phrase- 
ology of the report. Most readers are 
conscious of the hallmarks of reports 
which are excellent and those which 
are merely passable. A few observa- 
tions may prove helpful to those who 
have the task of writing the reports: 


(a) A verbose style of writing is 
boring and strains the patience of a 
reader. On the other hand, sparseness 
of words with clipped sentences and 
cryptic expressions do not make for 
clear meaning. Concise but full pres- 
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entation of pertinent information is the 
desired goal. 

(b) Rambling structure rather than 
presentation of facts in orderly and 
logical sequence confuses a reader and 
may cause a significant item to be 
overlooked. The same matter should 
not be discussed in scattered places of 
a report, but if that is unavoidable 
there should be appropriate cross refer- 
ence. 

\ useful technique is to include foot- 
notes on schedules to explain the basis 
of the accounts, unusual items and 
items not adequately explained by the 
descriptive headings. Repetition of 
such matters in the comments section 
of the report is unnecessary. 

(c) Regardless of excellence of style 
and form, if a report is shallow of con- 
tent it may not serve the purpose. By 
stating all of the significant facts and 
explaining fully the matters that are 


doubtful or questionable, one may 
anticipate reasonable questions that 
come into the minds of readers. The 


bare statement by an auditor that he is 
satisfied with a result, however unusual 
the circumstances, does not necessarily 
assure readers of the report that the 
result is fair and proper. It is a good 
rule to back up a conclusion with the 
reasons why the conclusion was 
reached. 

Items of minor significance should 
be given little, if any, space in a report. 
extensive use of statistics, compila- 
tions and schedules should be avoided 
wherever possible. A certain amount 
of this material is basic for complete 
understanding of a report but it is often 
overdone. Resistance arises in the 
mind of a reader presented with a 
bulky report heavily laden with tables, 
schedules and statistics. A significant 
item in the heap may be overlooked. 
Sometimes a simple summary para- 
graph of text can displace pages of 
detailed statistics. 

(d) Some reports do not display 
clear-cut conviction on matters of prin- 
ciple and consequence. Wording such 
as “it would appear to be reasonable,” 
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“it is believed,” “it seems apparent,” 
etc. leave in the minds of readers a 
lingering doubt that the auditor is sure 
of his ground. 

Sometimes there appears a. state- 
ment that there was not sufficient time 
to do certain audit work or that the 
auditor did not attempt to verify or 
check certain figures. Such statements 
create a void in the minds of readers. 
Omission of some audit steps is justi- 
fied when not material to the purpose 
of the examination and a clear-cut 
statement to that effect is in order. An 
accountant should not subscribe to a 
report if he has not been allowed suffi- 
cient time to do the work required for 
the purpose of the examination. 

(e) Reporting scope of examination 
simply in terms of percentages of check 
of the elements of the statements is 
neither helpful nor satisfactory. Read- 
ers apart from the task are not in a 
position to judge whether or not the 
stated percentages represent an ade- 
quate check. Where such percentages 
are reported, there should also be an 
affirmation that the results of the check 
demonstrated its adequacy under the 
circumstances. If the percentage is re- 
latively low there should be included 
an explanation of why a more exten- 
sive check was not warranted. 


Inept Expressions 

It is impracticable in this brief dis- 
cussion to do more than suggest that a 
searching, critical point of view be 
adopted in writing an audit report, and 
to point to some inept expressions 
which have been used and should be 
improved. Each sentence in an audit 
report should be tested with the queries 
—Is this a statement of fact or an ex- 
pression of opinion? If a statement of 
fact, has it been independently verified ; 
if not, has the source of the informa- 
tion been identified in the report? If 
an opinion, is it the opinion of the 
auditor or of someone else? 

Following are examples of sentences 
and expressions which are criticized 
because they do not define the auditor's 
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meaning either correctly or with the 
precision that is required in the writing 
of a technical report. Some of these 
examples have been taken from actual 
audit reports while others represent 
expressions frequently found in manu- 
script drafts prepared by staff auditors 
but corrected upon review. No attempt 
has been made to illustrate all errors 
which may be found, but rather to sug- 
gest principles to be kept in mind and 
applied to achieve a definitely higher 
standard of reports. The examples 
deal with matters of rather ordinary 
nature and therefore represent a more 
impressive demonstration of pitfalls in 
report preparation than special and un- 
usual matters. 

1. “IWe made the usual verification 
of balance sheet items and care- 
fully scrutinized the important in- 
come and expense accounts.” 

The reader of this sentence might 

wonder what is a usual verification. Is 
it one so regarded by the reporting 
auditor, by accountants generally, by 
the client, or by whom? The term 
“verification of balance sheet items” is 
used without qualification as though 
intending to report that all possible 
verifications were made, such as cir- 
cularization of customers and creditors 
and the like. The dictionary meaning of 
“scrutiny” is “close examination ; min- 
ute inspection; critical observation; a 
searching gaze.” In the example noted 
above the auditor reported that the im- 
portant income and expense accounts 
were carefully scrutinized. The inten- 
tion probably was not to indicate that 
the accounts were examined as thor- 
oughly as the term scrutiny implies. 

2. “We have examined or otherwise 

accounted for all the assets shown 
on the annexed balance sheet and 
have included therein all of the 
liabilities that we were able to 
ascertain.” 

In this example it is stated that “We 

examined . all of the assets.” Of 
course what was examined was ac- 
counts, not assets. There is an attempt 
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to qualify the search for liabilities by 
limiting them to those that “we were 
able to ascertain.” The word “ascer- 
tain,” however, meaning to find out 
for a certainty by trial, examination, 
or experiment, would not seem to indi- 
cate as much of a limitation on the 
work as probably was intended. 


2 


3. “As a result of our investigation 
we believe that the cash funds and 
bank accounts have been properly 
administered.” 

This example illustrates the care- 

less use of well-rounded phrases which 

seem to be harmless generalities, but 
which when analyzed disclose the pos- 
sibility of extreme embarrassment. The 
sentence indicates, although it was 
probably not intended to do so, that 
the accountant is expressing approval 
of business policies affecting the ad- 
ministration of cash funds. It implies 
that the company has taken proper 
precautions against peculation, used 
efficiently the funds at its disposal, 
deposited them in the banks best suited 
for the purpose, allocated them cor- 
rectly in amount by banks, utilized 
surplus funds to the best advantage, 
taken proper advantage of cash dis- 
counts, and, in general, has adminis- 
tered its funds to such advantage that 
no criticism of the financial officers of 
the company could properly be made. 

Only in very unusual cases would the 

accountant’s investigation of cash be 

of such a character as to qualify him 
to attempt to express an opinion on 
such questions. 

4. “The investment in securities 
which are stated in the accom- 
panying balance sheet at book 
values were verified by examina- 
tion or confirmation of banks hold- 
ing them for safekeeping.” 

Strictly, the auditor does not verify 
investments by count or examination ; 
he sees the securities (bonds, stock 
certificates, notes, etc.) evidencing the 
investments. The words “examine” or 

“inspect” carry with them the idea of 

looking at an item so minutely that 
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its real character or quality will be 
disclosed. The auditor does not ordi- 
narily hold himself to be so expert as 
to be able to detect forgeries, facsimiles 
or counterfeits ; it seems better, there- 
fore, to avoid words which might be 
held to indicate that he purports, in 
his verification of securities, to estab- 
lish the genuineness of the documents. 
The sentence includes a very common 
error, namely, the use of the plural 
verb “were” with a singular subject, 
“investment.” 
5. “Individual balances due 
customers scrutinized and 
found to be in agreement with 
the general ledger controlling ac- 
count.” 


from 


Wwere 


The sentence seems to indicate that 
all of the individual balances were 
scrutinized. It seems doubtful whether 
every balance was subject to such 
searching, critical examination as is 
implied in the word “scrutiny.” In 
any event, scrutiny of the balances 
would not result in the balances being 
found in agreement with the control 
account; only an addition of the bal- 
ances would verify that condition. 
6. “The individual accounts receiv- 

able were examined in detail and 
were found to agree in total with 
the balance of the general ledger 
controlling accounts.” 

In addition to stating rather cate- 
gorically that all of the individual ac- 
counts were examined in detail (see 
the comment above on “examination” 
of investments), the sentence states 
that the accounts were found to agree 
with the controlling accounts. It is 
not the accounts which are in agree- 
ment, but the balances in the accounts 
which may be totaled and compared 
with the control; also it is doubtful 
whether the impression conveyed that 
a detailed examination was made of 
the individual accounts correctly sets 
forth what was actually done. It is 
suggested that the only thorough veri- 
fication of accounts receivable includes, 
as an important element, complete 
circularization of the customers. When 
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this procedure has been omitted for 

any reason, any statement which seems 

to represent that the auditor has 
verified the accounts receivable should 
be avoided. 

7. “In our opinion, the allowance 
for doubtful accounts, discounts 
and allowances is ample to care 
for losses or, other claims which 
the company may be called on to 
meet.” 

None of the considerations which 
led the auditor to his opinion as to 
the sufficiency of the allowance are 
mentioned, and therefore the reader 
is justified in presuming that all pos- 
sible tests were applied. It would be 
desirable to state briefly the basis on 
which the auditor’s opinion was formed 
Another expression which is often 
found in draft reports is to the effect 
that the allowance for doubtful ac- 
counts in the auditor’s opinion is suffi- 
cient to “cover all possible bad debt 
losses.” It is possible (though per- 
haps not probable) that 100 per cent 
of the accounts might prove to be un- 
collectible; therefore all possible bad 
debt losses mean the total accounts 
receivable. Obviously this is not the 
meaning intended to be conveyed. 

8. “We investigated the physical 
quantities and method of valuing 
the inventories and tested the 
arithmetical calculations.” 

The reader of this sentence is left 
to imagine what the “investigation” 
consisted of, what the investigation 
disclosed as to the method of valua- 
tion in use, whether the auditor ap- 
proved of the method, and what were 
the results of the investigations of 
physical quantities and tests of calcu- 
lations. 

9. “We made limited tests of the 
quantities of general supplies at 
December 31, 195— by applying 
purchases and issues since that 
date to the quantities on hand at 
the time of our tests.” 

The sentence is very awkward, and 

probably more than one reading is 
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required to decipher its meaning. This 
in itself is a serious fault in writing 
an audit report. In addition, the writer 
apparently is taking responsibility for 
the implication that the physical ad- 
ditions and deductions from stock for 
the period from December 31 to date 
of his tests were correctly recorded. 
Usually, all he can be sure of is that 
the records indicate that certain pur- 
chases and withdrawals were made. 


10. Descriptions of the work done in 
connection with the verification of ad- 
ditions to property accounts, and ex- 
pressions of opinion regarding their 
property, have appeared as follows: 

Additions to mine buildings, 
structures and equipment, and 
other colliery improvements for 
the year were as follows; 

Comprehensive tests were made 
of charges to unfinished construc- 
tion and we found the amounts 
charged represented proper capital 
additions ; 

Changes in the capial account 
were examined by us; 

The net value of the plant assets 
decreased $0,000.00 during the 
year as follows. 


The auditor’s work in connection 
with additions to plant accounts is that 
of substantiating, by test check or 
otherwise, that the amounts appearing 
as debits or “charges” to the accounts 
have been properly classified on the 
basis of sound accounting principles. 
He does not verify the additions to 
machinery, buildings, and the like by 
inspection of the physical properties. 
The wording of the third sentence es- 
capes this criticism but the broad state- 
ment that these additions to the ac- 
counts were examined by us might be 
construed by the reader to mean that 
the auditor made practically a detailed 
physical examination of the capital 
account additions. The last sentence 
in the group involves the use of 
the word “value,” without descriptive 
qualifications. Probably what was in- 


tended was that the balances in the 
plant asset accounts decreased during 
the year. 

In the second sentence the auditor 
has used the words “the amounts 
charged represented proper capital ad- 
ditions.” Such expression might well 
be taken to mean that the auditor is 
passing on the economic propriety of 
the expenditure or addition; it is not, 
of course, ordinarily the business of 
the auditor whether the additions are 
necessary or prudent. Whether a par- 
ticular item is properly chargeable to 
plant account is a matter of opinion 
which should be based on a study of 
the facts. This study may be confined 
to certain tests. Therefore, it seems 
desirable that any statement regarding 
the propriety of the charges to plant 
account be qualified by the expression 
“in our opinion,” or state that the 
work done “indicated that the addi- 
tions are proper capital charges.” 

11. “He verified the outstanding stock 
by inspection of the stock certi- 
ficate books.” 


A complete verification of capital 
stock outstanding must necessarily in- 
clude a confirmation of the outstand- 
ing shares by the registrar and transfer 
agent. Where these agents are not 
employed, and the auditor’s work is 
restricted to a count of the outstand- 
ing shares as shown by the stubs, the 
word verification should not be used. 
Strictly speaking, there are no stock 
certificate books; the stubs of the stock 
certificates are seen. The same objec- 
tions may be raised to the use of the 
word inspect in connection with stock 
certificate stubs as when used in the 
expression to “inspect securities.” 

12.“While sales for 1950 were 

$0,000.00 in excess of those for 
1949, by reason of an increase in 
cost of sales, the gross profit de- 
creased 2.34 per cent a 

Actually the changes in gross profit 
and in ratios of gross profit to net sales 
may reflect a number of factors other 
than cost; for example, the decrease in 
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gross profit noted above might have 
been attributable to any one of or any 
combination of the following factors: 
Lower selling prices (unit volume remain- 
ing the same) 
Higher unit costs (unit volume remaining 
the same) 
Overvalued opening inventory (in relation 
to closing inventory ) 
Undervalued closing inventory (in relation 
to opening inventory) 
Relatively greater proportion of low gross 
profit items sold in 1950 than in 1949. 


The point to be kept in mind is ‘iat 
there must be sufficient facts to justify 
comments on the reasons for a change 
in the amount and percentage of gross 
proht. 


Disclosure in Financial 
Statements 
The reader of the statements is entitled to 
assume that a conscientious examination of 
the accounts has been made and that the 
judgment of a qualified person has been ap- 
plied to them. In particular he is entitled to 
believe that the general impression con- 
veyed by the statements was intended to be 
conveyed and that it is the right impression; 
neither technical procedures nor anything 
else should be permitted to stand in the way 
of attainment of this fundamental objective. 
COMMITTEE ON STATISTICAL REPORTING 
AND UNIFORM ACCOUNTING FoR INDUS- 
TRY (1934) 


In the preceding section of this 
article attention was devoted to fea- 
tures of sentence structure and the 
meaning of words and phrases, pri- 
marily as related to text of long-form 
audit reports. Skill in the art of writing 
will the qualified auditor to 
achieve good design and terminology 
in the financial statements and sched- 
ules which accompany his_ report. 
Choice of good format and words 
which clearly describe and explain the 
financial items, to create the right 
impression, comes easier to the person 
who habitually writes understandable 
and accurate report prose. 

However, no auditor, regardless of 
his skill and success as a word-man, 


assist 
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is to be commended on the artistic 
quality of his report text and state- 
ments if adequate disclosure has not 
been made in them of material facts 
necessary to make some statement that 
was made not misleading. Better that 
we should have verbosity and inept- 
ness and other faults but retain the 
hard core of honesty and truthfulness 
in reporting. 

Financial statements are summaries, 
designed to reduce the number of items 
to a minimum and to compress all 
verbal matter into the most condensed 
language. Nearly every item in ac- 
cepted forms of balance sheet and in- 
come statement is, in a sense, incom- 
pletely described and related footnotes 
are, more often than not, of pithy 
phraseology. Consequently, it is often 
difficult to decide, when important con- 
siderations are involved, where to draw 
the line between a disclosure that may 
be adequate and a disclosure that may 
be inadequate, each being incomplete. 
A decision for a more informative 
disclosure rather than the contrary, is 
one which every responsible and suc- 
cessful auditor will make. Following 
are a few illustrations of the problem 
of providing adequate disclosure of 
essential facts in financial reporting. 

1. Suggesting Means of Informa- 
tion Instead of Reporting It: An audi- 
tor’s report on examination of financial 
statements contained this sentence: 
“The value of the assets as shown on 
the balance sheet is dependent upon 
realization.” This is a mere truism. 
The auditor had made separately a 
detailed report to the company re- 
garding the very unsatisfactory state 
of loans and securities, the most im- 
portant assets on the balance sheet. 
This auditor was giving shareholders 
and other readers means of inforina- 
tion instead of information respecting 
the company’s financial position. be- 
cause of such incomplete disclosure, 
the auditor ran the risk of being held 
judicially to have failed to have dis- 
charged his duty. 
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Sometimes financial statements re- 
flect uncertain values about which the 
auditor cannot form a definite opinion 
but adequate disclosure would indicate 
such fact. For example, an audit re- 
port upon the financial statements of 
a farm equipment company for 1932 
contained the explanation that the re- 
serves for collection losses on notes 
and accounts receivable had been ma- 
terially increased in view of the fact 
that continued relative low prices for 
farm products retard collections on 
receivables and render uncertain the 
extent of ultimate realization thereon 
and that the correctness of the reserves 
would depend largely on the future 
trend of agricultural conditions. 

2. Concealment of Company's Ac- 
quisition of Its Own Stock: A com- 
pany listed on the New York Stock 
Exchange, responding to an inquiry of 
the Exchange, disclosed that it had in- 
cluded in current assets on its balance 
sheet, as part of the item designated as 
“U. S. Gov’t and Other Marketable 
Securities,” substantial holdings of its 
own preferred and common. stocks. 
The action of the Exchange to delist 
the company’s shares was canceled 
when the company acceded to the re- 
quirements of the Stock Exchange. 


3. Transactions Possibly Affected 
by Conflict of Interest: A corporation’s 
balance sheet included a separate item 
among assets designated as “Western 
Syndicate Account.” At the annual 
meeting of the stockholders the man- 
aging director of the corporation, re- 
sponding to an inquiry for informa- 
tion, said that he had guaranteed the 
advances personally and that was all 
that was necessary to be said. Some 
time later, the corporation went into 
bankruptey and the trustee brought 
suit against the auditors. It developed 
that the auditors had discussed the 
syndicate account with the managing 
director before reporting upon the bal- 
ance sheet and he indicated he did not 
wish to disclose the nature of the syn- 
dicate’s operations, but finally agreed 
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to give his personal guarantee of the 
syndicate account. In this situation, 
the auditors failed to recognize a re- 
sponsibility to verify and, if necessary, 
to report to the shareholders upon any 
transactions affecting directors or offi- 
cers of the corporation in respect of 
which there might be a conflict of in- 
terest between such directors and offi- 
cers and the general body of share- 
holders. 

In contrast to the situation just cited, 
another balance sheet included, upon 
the insistence of the auditor, a footnote 
which stated, “In the determination of 
surplus there has been deducted a pay- 
ment of $45,000 to the president of the 
company not voted upon by the direc- 
tors.” The audit had revealed that 
during the year the sum of $45,000 had 
been paid to the president of the com- 
pany by check signed by the treasurer. 
As this payment had not been voted 
upon by the directors according to the 
minutes, the auditor questioned the 
treasurer about it. The treasurer stated 
that the payment was for legitimate 
purposes of the business and that half 
the directors knew all about it. The 
auditor took the position that there 
must be disclosure in the financial 
statements. 


4. Occurrence Subsequent to Bal- 
ance Sheet Date: On the date when the 
auditor was about to sign his report he 
learned that notice of additional fed- 
eral taxes for prior years of a substan- 
tial amount had been presented by the 
Treasury. In the course of his audit 
he had investigated the tax returns as 
filed and believed that the company 
had paid its taxes on the basis of cor- 
rect returns. The treasurer of the 
client company asserted that the audi- 
tor need take no cognizance of the 
threatened additional taxes because the 
government’s claim was presented sev- 
eral weeks after the balance sheet date 
and if the auditor had signed his report 
on the day before or earlier, he would 
have signed without knowledge of the 
claim. The auditor took the position 
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that since the claim had nevertheless 
come to his attention prior to his sign- 
ing the report he could not disregard 
it and accordingly he added a sentence 
explaining that a claim for additional 
federal taxes for prior years had been 
presented by the Treasury. 


5. Stating an Exact Amount in 
Lieu of Referring to It: A company 
was contingently liable as endorser of 
notes, the total of which was three 
times the net assets of the company. 
The company desired that the reference 
on its balance sheet to the contingent 
liability as endorser should not mention 
the amount of the endorsed notes but 
should state that the amount of these 
notes was substantial. The auditor con- 
cluded that the word “substantial” or 


even the words “very substantial” 
would not convey to the reader the 
magnitude of this contingent liability 
and insisted upon statement of the ex- 
act sum of the contingent liability. 


Conclusions 


The conclusions of this article are all 
stated at the beginning of it, so that if 
one has not read this far he will not 
have missed anything that can be 
wrapped up under the title of conclu- 
sions. Perhaps that Scotch oracle men- 
tioned on the first page might have 
summed it all up with the advice, “The 
way to write a good report is to write 
it,’ and thus have saved much work for 
many people. 


CARIN _)D 


Accounting as an Effective Aid to the Financial Control 
of New York Towns 


(Continued from page 407) 


aid in making future budgetary esti- 
mates of amounts to be received from 
each source. 

At the beginning of the fiscal vear, 
the budgeted amounts of revenue are 
entered on the first line and their de- 
tailed components spread across in the 
other columns. Monthly collections are 
then entered in the total and other col- 
umns, and the uncollected balance 
shown in red or black as the case may 
be. The monthly and cumulative totals 
are then entered in the Monthly State- 
ments of Cash Receipts from Revenues 
Other Than Real Estate Taxes. 


Conclusion 


It is believed that the contents of 
this article have presented some specific 
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ideas as to how accounting may provide 
effective tools for the financial control 
of New York towns. The methods 
illustrated have had successful actual 
application ; however, the reader must 
bear in mind that the basic principles 
and methods discussed must be adapted 
to the requirements of specific units of 
government. There is a large field for 
the application of sound accounting and 
reporting methods in the control of 
local governments in New York State. 
In particular is this true of towns 
and villages. It is the writer’s hope that 
this article will provide some stimulus 
to more extensive consideration of the 
applicable accounting and_ reporting 
methods. 
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Differences Between 





the New York State 


and Federal Income Tax Laws 


By N. Harry 
we the New York State income 
tax law was first enacted in 1919, 
it was generally patterned after the 
federal income tax law then in force. 
There were few differences due prin- 
cipally to a basic valuation date of 
January 1, 1919, instead of March 1, 
1913, and to constitutional considera- 
tions leading to the exemption of fed- 
eral bond interest by the state and of 
state bond interest by the United 
States. Since 1919, a period of 32 
years, the points of difference have con- 
tinually increased, particularly when 
amendments to the federal law were 
not followed by similar amendments to 
the New York law or where the state 
law and the regulations thereunder de- 
liberately departed from the federal 
plan. 
I shall attempt to cover not all, but 
as many as possible of the important 
ones that apply to individuals, and give 
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only so much of the federal rule as will 
point up the difference from the state 
rule. 


Who Must File a Return 

Under the iederal rule everyone 
having gross income of $600.00 or 
more must file. Under the New York 
law, however, a return is required if 
gross income and capital gain are 
$5,000.00 or more, or if net income 
plus net capital gain exceeds the per- 
sonal exemption, computed without re- 
gard to status as head of a family and 
without consideration of credits for 
dependents. 


Personal Exemptions and 
Credits for Dependents 


The federal law allows an exemption 
of $600.00 to an individual taxpayer, 
and a similar exemption for his spouse 
and for each one of his dependents. 
Under the New York law a husband 
and wife living together for the entire 
year and a head of a family are entitled 
to an exemption of $2,500.00; a single 
person is allowed $1,000.00. An estate 
or trust is also allowed an exemption 
of $1,000.00, whereas the federal law 
allows $600.00 to an estate and $100.00 
to a trust. 

The New York law allows $400.00 
for each dependent under 18 years of 
age, or if over 18 who is attending 
school or is physically or mentally in- 
capable of self-support. It is not re- 
quired that the dependent be related 
to the taxpayer or that he have gross 
income of less than $500.00 as in the 
federal law, for the exemption to be 
allowed. 

If the exemption status changes dur- 
ing the year, the New York law re- 
quires that the exemption be prorated 


according to the number of months 
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before and after the change. Under 
the federal law, however, proration of 
credits is not permitted and the marital 
status for personal exemption is deter- 
mined as of the last day of the year or 
the day of spouse’s death. 

The New York law allows no addi- 
tional exemptions as does the federal 
law for the blind or for persons over 


65 years of age. 


Differences in Computing the Tax 

The most important difference was 
created by the federal provisions, first 
adopted in the Revenue Act of 1948, 
whereby husband and wife may split 
their income on a joint return. New 
York State has not adopted these in- 
come-splitting provisions. Neither has 
it adopted the provisions in Section 
47(c) (2) of the Code permitting cal- 
culation of income tax in the case of a 
short taxable year resulting from a 
change in the accounting period, on 
the basis of twelve months’ actual 
operations. 

The New York law does not provide 
an optional tax table such as in the 
federal law, which may be used by 
persons with incomes under $5,000.00. 

Neither does New York provide a 
credit to a resident taxpayer for taxes 
paid to another government, such as is 
provided in Section 131 of the Code, 
and, what is more, and apparently un- 
fair, does not even give a deduction for 
foreign income taxes paid or withheld. 
It does provide, however, for a tax 
credit to a nonresident taxable on in- 
come from sources within New York, 
provided the state of which he is a 
resident has reciprocal provisions. 

The New York law does not allow 
a credit for tax paid at the source, 
similar to the federal credit, on 2% 
tax-free covenant bonds issued prior 
to January 1, 1934. 


Differences as to Gross Income 


Under the state law, gross income 
does not include capital gains which 
are separately reported and taxed on a 
net capital gain basis. Otherwise the 
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items included as gross income are gen- 
erally the same under both laws. How- 
ever, there are a number of differences 
in the treatment of gross income and 
in exclusions from gross income which 
I will discuss first. Differences in capi- 
tal gain taxation will be discussed later. 


Differences as to Compensation 
for Personal Services 


1. New York has no provision simi- 
lar to Sec. 107 of the federal Code allow- 
ing special treatment of compensation 
for services rendered over a period of 
36 months or more, back pay and in- 
come from an artistic work or inven- 
tion, under which the taxpayer may re- 
compute his tax so that it would not 
be greater than the total of taxes that 
would have been paid if such income 
had been earned over a period of years. 

2. The state income tax regulations 
differ from the federal regulations in 
the matter of considering as compensa- 
tion, board, lodging, maintenance, or 
living quarters furnished to employees. 
The convenience of the employer test 
under the federal rules has not been 
adopted by the State regulations. Un- 
der the federal rule, as amended in 
Mimeograph 6472, living quarters or 
meals furnished to an employee for the 
convenience of the employer, which are 
not compensatory in nature are exempt 
from tax. 

3. The New York law, which was 
recently amended, excludes all com- 
pensation for active service in the 
armed forces received on or after July 
1, 1950, and prior to December 31, 
1952, or prior to the termination of the 
present national emergency. In the 
Revenue Act of 1950 service pay of 
enlisted men and warrant officers in an 
area of combat, received after June 24, 
1950, and before January 1, 1952, is 
entirely exempt, but a limited exemp- 
tion, amounting to $200.00 a month, is 
provided for commissioned officers. 
Note this distinction: the New York 
law exempts all pay for active service 
while the federal law exempts only 
combat pay. 
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4+. Under the New York law, the 
earnings from personal services of an 
unemancipated minor are taxable to 
the parent, whereas the federal law 
treats such earnings as the earnings of 
the minor. 

5. The state has no such provision 
as Sec. 130A, enacted in the Revenue 
Act of 1950, under which “restricted 
stock options” granted to an employee 
do not result in taxable income under 
certain conditions. On the other hand, 
it is doubtful that the federal regula- 
tions taxing certain stock options will 
be followed by the state. 


Differences in Interest Income 

The state exempts from tax all in- 
terest on obligations of the United 
States or its possessions or instrumen- 
talities, whether issued before or after 
March 1, 1941. However, interest on* 
obligations of states and political sub- 
divisions thereof other than New York 
is taxable in New York but exempt 
from federal tax. On the other hand, 
interest on bonds of New York Sav- 
ings and Loan Banks, and on obliga- 
tions of “limited dividend housing 
companies” organized under the State 
Housing Law are exempt under the 
New York law but taxable under the 
federal law. 


Differences in Dividend Income 

1. Under the New York law all 
dividend distributions out of earnings 
or profits are taxable, even if paid out 
of earnings accumulated prior to the 
basic date of January 1, 1919. The 
federal law, however, exempts divi- 
dends paid out of earnings accumulated 
prior to its basic date of March 1, 1913. 

2. The New York law does not tax 
dividends paid in stock of the declar- 
ing company, or in rights to acquire 
its stock, whether or not they change 
the proportionate interest of the stock- 
holder, if made in proportion to the 
stockholder’s previous holdings. Thus, 
certain stock dividends or stock rights 
which are taxable under the federal law 
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are exempt in New York. This ex- 
emption, however, applies only to new 
stock issued by the corporation and not 
to treasury stock so issued. Under the 
federal regulations, if a stock dividend 
or stock right is nontaxable it will not 
be treated as taxable merely because it 
was made out of treasury stock or con- 
sisted of rights to acquire treasury 
stock. 

3. There is no provision in the New 
York law similar to Sec. 362 of the 
federal Code allowing certain dividends 
from regulated investment companies 
to be treated as capital gains. All such 
capital gain dividends should be treated 
as fully taxable on the state return. 

4. The provisions in the federal law 
relating to consent and deficiency divi- 
dends, and also to the inclusion as a 
dividend of the undistributed earnings 
of personal service corporations and of 
foreign and personal holding com- 
panies, do not have any counterpart in 
the state law. In cases where these 
items appear, you will have two income 
tax results and two bases for the stock 
held. 


5. Under the federal law, amounts 
distributed in cancellation or redemp- 
tion of stock, will be taxed as a divi- 
dend if the redemption is essentially 
the equivalent of a taxable dividend. 
The state has a similar rule except that 
it is limited to the redemption of stock 
which was originally issued as a tax- 
free stock dividend. 

6. The federal rule, however, was 
amended by Sec. 115 (g) (3), enacted 
in the Revenue Act of 1950, so that it 
does not apply under certain conditions 
to stock owned by a decedent which is 
redeemed in an amount not in excess 
of the estate or inheritance taxes due 
on the decedent’s estate. The state law 
has no similar provision. 

7. The Revenue Act of 1950 also 
amended Sec. 115(g) so as to make it 
apply to redemptions by a subsidiary 
corporation of the stock of its parent 
corporation from the shareholders of 
the parent. To date, the state has not 
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caught up with the federal law in clos- 
ing this loophole. 

8. The state law has no counterpart 
to Sec. 117(m) of the Code, added by 
the Revenue Act of 1950, regarding 
the treatment of liquidating dividends 
of a “collapsible” corporation. This 
section provides that such dividends of 
a “collapsible” corporation, subject to 
certain limitations, must be considered 
as ordinary dividend income for fed- 
eral income tax purposes. 


Differences as to Other Income: 


Recovery of Bad Debt Deductions 

Such recoveries, both under the fed- 
eral and state laws, are excluded from 
income to the extent that the prior de- 
duction did not result in a tax benefit. 
However, under the state law, this ex- 
clusion is limited to bad debts deducted 
in a taxable year not more than three 
years prior to the year in which the 
recovery is made. 


Other Types of Recoveries 

The New York law has not extended 
the ‘‘tax benefit rule” as has been done 
under the federal law to “recovery ex- 
clusions” with respect to taxes, interest 
on taxes, losses, worthless securities, 
expenditures and accruals. 


Income in Respect of a Decedent 

The federal rule in Sec. 126, which 
provides for mandatory treatment of 
income accrued to date of death as tax- 
able to the recipient, applies in the New 
York law only if the executor so elects 
and files a bond with the decedent’s 
final return. Otherwise, the final re- 
turn must include all income and real- 
ized capital gains on the accrual basis, 
even though the decedent kept his 
books and his return on the cash or 
installment basis. 


Income of a Revocable Trust 

Unlike the federal rule, the state 
law treats such income as properly tax- 
able to the trust or beneficiary of the 
trust, and not to the grantor as is the 
federal rule. 
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Blocked Funds 

The state has not issued any regula- 
tions such as the Treasury has, permit- 
ting deferment of foreign income not 
readily convertible into dollars. It is 
known, however, that the State Tax 
Commission is working on the prob- 
lem. 


Differences as to Capital Gains 

and Losses 

In the treatment of capital gains and 
losses the state follows the federal law 
with the following exceptions : 


Basis 

The rules differ as to basis in com- 
puting gain or loss due to the different 
effective dates of the two laws. Briefly 
these rules are as follows: 

Under the New York law the basis 
of property acquired by purchase prior 
to January 1, 1919, is 

(a) for determining gain, the higher 
of cost or January 1, 1919, 
value ; 
for determining loss, the lower 
of cost or January 1, 1919, 
value. 


(b) 


Under the federal law, the corre- 
sponding date is March 1, 1913, and 
the rule is the same, except that for 
determining loss the basis is cost. 

Where property was acquired by gift 
or by transfer in trust prior to January 
1, 1928, the state basis for gain or loss 
is the fair market value at date of gift. 
Under the federal law, the correspond- 
ing date is January 1, 1921. 

Where property was acquired by in- 
heritance, the basis is the fair market 
value at date of death. The state law 
does not permit the use of an optional 
value one year from date of death, as 
is permitted under the federal law, in 
the case of a decedent who died after 
October 21, 1942. 

It should also be noted that differ- 
ences in basic dates now exist under 
the New York Personal Income tax 
and the Unincorporated Business tax. 
Under the latter law, the basic date for 
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Differences Between the New York State and Federal Income Tax Laws 


determining gain or loss is January 1, 
1935, instead of January 1, 1919. 


Holding Period and Percentages 

The state law taxes net gains in full 
and at capital gain rates, which are 
half of the rates on ordinary income, 
whereas the federal law requires that 
only 50% of the gain be taken into ac- 
count if the capital asset was held in 
excess of six months and limits the tax 
by an alternative tax of 25%. 


Land and Depreciable Property 

Used in Business 

Under the state law a net gain on 
sale or exchange of depreciable prop- 
erty and land used in a trade or busi- 
ness is subject to the normal tax, 
whereas under section 117(j) of the 
Code, if held in excess of six months, 
is subject to the capital gains tax. 


Involuntary Conversion of Property 

The state allows losses on involun- 
tary conversion of property used in a 
trade or business as ordinary deduc- 
tions. Under the federal rule, such 
losses must first be offset against 
gains on sale or exchange of property 
used in a trade or business in computing 
net gain subject to the capital gains tax. 
Where the property that has been in- 
voluntarily converted is replaced in 
kind by similar property, there is an- 
other difference. Under the state law, 
a gain or loss resulting therefrom is not 
recognized. Under the federal law the 
gain is not recognized but the loss is. 


Capital Loss 

The federal law allows a maximum 
deduction of $1,000.00 of net capital 
losses against ordinary income. No 
such deduction is allowed in the New 
York law. 


Sale of Stock Rights 

In the sale of nontaxable stock 
rights, the federal rule is that the basis 
is an allocated portion of the basis of 
the securities on which the rights were 
given. Under the state regulations, an 
alternative method is provided in con- 
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nection with sales of stock rights which 
are quoted on a recognized exchange, 
permitting the entire proceeds to be re- 
ported as a capital gain. In that event 
the basis of the stock is not reduced. 


Wash Sales 

The state has no provision similar 
to Sec. 118 denying the deduction for 
loss on sale of securities when the same 
securities have been purchased within 
thirty days before or after the date of 
such sale. Under the state law stock 
repurchased is not adjusted but has 
its own cost as the basis. 


Losses Between Members 

of a Family 

The state has no provisions similar 
to Sec. 24(b) of the Code, under which 
losses on sales or exchanges of prop- 
erty between members of a_ family, 
partners, or other specified groups are 
not allowed. However, such sales will 
be scrutinized as to whether they were 
made in good faith. 


Sale of Property Transferred 

to a Corporation 

If property is transferred to a cor- 
poration by one or more persons solely 
in exchange for its stock or securities 
in a non-taxable transaction under sec- 
tion 112(b)(5) of the Code, the sale 
within six months by the corporation 
of such property (other than stock in 
trade) results under the state law in a 
recognition of gain or loss to the trans- 
feror as of the date of the exchange. 
There is no corresponding provision in 
the federal law. 


Corporation Liquidated under 

Sec. 112(b) (7) 

The Revenue Act of 1950 revived 
this section to make it applicable to a 
plan of liquidation of a domestic cor- 
poration adopted in 1951 in which the 
distribution takes place in any one 
calendar month in 1951. If the tech- 
nical requirements of this section are 
met, part of the gain of qualified elect- 
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ing shareholders is recognized as a 
dividend, part may be recognized as a 
capital gain and essentially the unreal- 
ized appreciation of the assets distrib- 
uted will not be taxed upon the liqui- 
dation, but the tax will be postponed 
until the assets are disposed of. 

This special provision under the fed- 
eral law has applied to similar corpo- 
rate liquidations completed during the 
month of December, 1938, and in any 
one month in the year 1944. 

Since there is no analagous provision 
in the state law, the electing share- 
holder in such a liquidation will have 
a different tax liability and a different 
basis for the property received under 
the two laws. 


Amortization of Bond Premium 


Under the federal law, amortiza- 
tion is optional on taxable bonds and 
mandatory on fully tax-exempt bonds. 
Under the state law, except for es- 
tates and trusts, amortization is not 
permitted. This difference in treat- 
ment results in different bases when 
the bonds are sold. 


Sale of a Personal Residence or 

other Personal Property 

A loss on sale of such property is 
deductible as a capital loss under the 
state law but not under the federal law. 
In addition, the state requires, in com- 
puting gain or loss on sale of personal 
property other than a residence, that 
depreciation be deducted from the cost, 
even though not taken as a deduction. 


Stock Dividends Received by a 

Beneficiary 

Under the New York regulations 
such dividends are not taxable when 
received and the basis for determining 
gain or loss is the fair market value of 
the shares at the date of distribution. 
Under the federal rule the distribution 
of the stock dividend is treated as a 
tax-free distribution of corpus and the 
fiduciary’s basis is continued by the 
beneficiary. 
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Acquisition of Property by 

Mortgagee 

Under the New York law no gain or 
loss is recognized by the holder of the 
mortgage on acquisition of property by 
foreclosure or by conveyance in lieu 
thereof. Under federal procedure, 
where there is a foreclosure, a bad debt 
is deductible for the difference between 
the amount due on the debt and the bid 
price and, in addition, a gain or loss is 
recognized between the fair market 
value of the property acquired and the 
bid price. Where the property is ac- 
quired other than bv foreclosure, the 
federal law allows a bad debt for the 
difference between the debt and the fair 
market value of the property at the 
time of acquisition. 


Voluntary abandonment of 

real property 

Under the New York law the defini- 
tion of “sale or exchange” specifically 
includes the voluntary abandonment 
of real property as worthless. Accord- 
ingly, such abandonment is a capital 
loss, whereas under the federal law it 
is treated as an ordinary loss. 


Differences as to Deductions 
We find in a comparison of the fed- 
eral and state laws, a number of differ- 
ences as to allowable deductions. I 
shall now discuss some of them. 


Unpaid Expenses and Interest 

to Related Persons 

The state law has no provision simi- 
lar to section 24(c) of the Code dis- 
allowing unpaid expenses of a taxpayer 
on the accrual basis due members of a 
family, partners and other related en- 
tities reporting on the cash basis. 


Bad Debts 

There are a number of differences 
here. Under New York law bad debts 
are deductible in computing the normal 
tax when they are ascertained to be 
worthless and not when they become 
worthless, as under the federal law. 
Furthermore, in the case of non-busi- 
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ness bad debts, the federal law allows 
no partial worthlessness and _ treats 
such bad debts as short-term capital 


losses. 


Depreciation 

In the case of property acquired be- 
fore January 1, 1919, depreciation is 
computed under the state law on the 
basis of its fair market value of that 
date. 


Depletion 

The state law follows the federal 
law, except that January 1, 1919, is the 
basic date instead of March 1, 1913. 


Federal Import and Excise Taxes 
Import duties and those federal ex- 
cise taxes that are imposed on the con- 
sumer are deductible under the New 
York but not under the federal law. 


Transfer Stamps on Sales 

of Securities 

They are deductible on the New 
York return only as capital deductions 
in the schedule of net capital gain tax. 
In the federal return, state transfer 
taxes are allowed as ordinary deduc- 
tions. 


State Income Taxes 

All state income taxes including the 
New York State Unincorporated Busi- 
ness tax are deductible on the federal 
return but not on the state return. 


Circulation Expenditures 

The Revenue Act of 1950 added a 
provision to the Code allowing pub- 
lishers of newspapers, magazines and 
other periodicals to deduct expendi- 
tures to maintain, establish or increase 
circulation. Publishers are also per- 
mitted an election to capitalize such 
expenditures. The state has no such 
pro\ ision. 


Life Insurance Premiums 

The state allows a maximum deduc- 
tion of $150.00 for premiums paid upon 
the life of the taxpayer. There is no 
similar provision in the federal law. 
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Net Operating Loss Deduction 

The state has no such provision as 
in section 122 of the Code, allowing a 
deduction of a carry-over and carry- 
back of the net operating loss of an- 
other year. 
Limitation on Deductions Allowable 

to Individuals in Certain Cases 

In section 130 of the Code it is pro- 
vided that where a business is operated 
by an individual at a net loss of $50,- 
000.00 or more for five or more con- 
secutive years, the individual will not 
be allowed to deduct such business 
losses from his other income to the ex- 
tent that they exceed $50,000.00 in 
ach year. This provision which was 
originally aimed at the so-called hobby 
losses has no counterpart in the state 
law. 
Contributions 

In New York the 15% limitation 
applies to net income before contribu- 
tions and medical expenses, whereas 
under the federal law it applies to the 
larger adjusted gross income. 


Medical Expenses 

Under the New York law the maxi- 
mum is $1,500.00 in a joint return or 
return for head of family, and $750.00 
for other individuals. Under the fed- 
eral law, the maximum is $1,250.00 for 
each exemption claimed up to a maxi- 
mum of $2,500 where a separate return 
is filed and $5,000.00 where a joint 
return is filed. 


Optional Standard Deduction 
Under the state law, the maximum 
is $500.00 and is in lieu of all other 
deductions. Under the federal law the 
maximum is $1,000.00 which, however, 
is in addition to traveling expenses 
incurred while away from home and 
deductions attributable to a trade or 
business and to rents and royalties. 
Also, in New York if the optional de- 
duction is claimed by a husband and 
wife, filing separate returns, it may 
be taken in full by either or it may 
be divided between them in any man- 


(Continued on page 429) 
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Accounting tor Contracts in 





Protessional Baseball 


By Atvin C. Hirscu, C.P.A. 


FTER Joe Doakes had gone to bat six- 

teen times without a hit, or “O for 
16”, as they say in baseball parlance, 
an accounting-minded fan remarked, 
“The club had better increase the rate 
of depreciation on that bum.” Without 
discussing the merits of the colorful 
description of the player, let us exam- 
ine the common misconception of base- 
ball accounting, namely, that players 
are set up on the books of account as 
assets, and depreciated. 

When baseball clubs purchase, sell, 
or trade players, they are actually deal- 
ing in the contracts of the players. Ac- 
cordingly, an account may be kept in 
the general ledger, called “Players’ 
Contracts”, and charged with the cost 
of the contracts purchased. This ac- 
count represents a capital asset, and 
not a current asset, as many think. The 
players do not constitute inventory. 
Rather, the contracts represent the 
tools without which the club could not 
function. 

On occasion, a club may set up its 
Players’ Contracts account at an arbi- 
trary amount and carry this balance 
without change. Then, subsequent pur- 
chases of contracts are charged to an 
expense account, and sales of contracts 
are credited to an income account. 
These accounts are closed to profit and 
loss at the end of the year. 

Having established this capital asset 
account, the next consideration is the 
question as to whether this asset is to 
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be written off due to the passage of 
time, or in other words, amortized. 

Accounting procedure is sometimes 
divided into two phases, general ac- 
counting and tax accounting. Where 
the two methods are not the same, the 
books may be kept “tax-wise” ; that is, 
the entries are made to reflect the tax 
procedure, in order to avoid year-end 
adjustments. This is true with most 
professional baseball clubs, as the in- 
come tax decisions do not support or- 
dinary general accounting procedures. 
However, it would be well to consider 
both methods of accounting, and to that 
end, we shall assume certain hypotheti- 
cal transactions. 

The Metropolitan Professional! Base- 
hall Club purchases the contract of 
Player A from another club for $60,000. 
The contract between Player A and 
the other club has three years to run. 
While a three-year contract is not a 
usual occurrence, the example is cited 
in order to show the accounting treat- 
ment in such instances. Most player 
contracts are for a one-year period. 
The $60,000 is set up in the Players’ 
Contracts account. In accordance with 
the Treasury Department’s O.D. 830, 
which is consistent with general ac- 
counting, one-third (or $20,000) is 
written off each year for three years, 
the charge being made to an appropriate 
profit and loss account, and the credit 
to an account called Accumulated 
Amortization of Players’ Contracts. 
So far, so good. 

The “Mets”. now purchase the one- 
year contract of Player B for $30,000. 
In the contract there is the standard 
clause providing for the renewal of this 
contract at the option of the club. Two 
questions arise: First, shall considera- 
tion be given to the renewal clause as 
far as amortization is concerned : 
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Sound accounting practice dictates 
that a renewal contingency should be 
ignored in estimating the life of an 
asset. Income tax decisions support 
this procedure. In Commissioner v. 
Pittsburgh Athletic Club! and again 
in Commissioner v. Chicago National 
League Baseball Club, it was ruled 
that the amount paid was deductible 
in the year in which the payment was 
made, as the option was qualified and 
not absolute. Should the player be 
offered a salary lower than his expec- 
tations, or should his contract be as- 
signed to a club to which the player did 
not wish to report, the renewal clause 
would be ineffective. This overruled 
earlier cases.° 

Having established that the period 
of renewal is to be ignored, we come 
to the second question. Shall the 
$30,000 be written off in the current 
year, or shall it be amortized over a 
period of what is expected to be the 
normal “baseball life” of the player? 

In 1930, the Treasury Department 
stated in its Mimeograph 3813 that “a 
contract is amortizable over a period 
based primarily on the average useful 
playing life of the player.” However, 
the Department has since reversed its 
stand, ruling that “the cost of a base- 
ball-plaver contract which at the time 
of its acquisition has a period of one 
vear or less to run should be deducted 
as a business expense in the year in 
which such cost is paid or accrued, 
regardless of whether the contract con- 
tains a renewal option.”* This means 
that, tax-wise, the $30,000 would be 
charged off in the current year; and, 
incidentally, should that contract be 
sold, the entire proceeds would be in- 
come.? 

Despite the tax procedure, some clubs 
continue to keep their books on the 
basis of capitalization of contracts pur- 
chased, and periodic amortization is 

72 Fed. (2d) 883 (1934). 
74 Fed. (2d) 1010 (1935). 
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written off, the life of the contract be- 
ing up to five years, depending upon 
the past experience of the club. 

Continuing our assumptions, Player 
B is traded for Player C at the close 
of the regular season. Assuming that 
B’s contract was amortizable over a 
period of five years, Player C is now 
assigned the unamortized portion of 
B’s contract, or $24,000. 

The Metropolitan Club next pur- 
chases the contracts of Player D and 
Player E for $50,000. No mention is 
made as to the allocation of this amount 
to the players involved. It is then up 
to one of the club’s executives to ap- 
portion this sum. We shall assume 
that $35,000 of the cost was assigned 
to Player D and $15,000 to Player E. 

A year later, Player D’s contract and 
$25,000 are given to another club in 
exchange for the contract of Player F. 
Assuming again an amortization period 
of five years, the contract of F is as- 
signed the amount of $53,000, repre- 
senting the unamortized portion of D’s 
contract, or $28,000, plus the $25,000 
cash paid. 

At the same time, Player E is traded 
to another club for Player G and $5,009. 
The contract of G is assigned the 
amount of $7,000, representing the un- 
amortized portion of E’s contract, or 
$12,000, minus the $5,000 cash received. 

One year later, Player F and Player 
G are traded for Player H, whose con- 
tract is assigned the amount of $48,009, 
representing $42,400, or the unamor- 
tized portion of F’s contract, plus $5,600 
unamortized portion of G’s contract. 

Should two players be traded away 
for two other players, with no specific 
allocation mentioned, the unamortized 
portion of the outgoing players’ con- 
tracts are allocated and assigned to the 
accounts of the players acquired, by the 
aforementioned executive. 


Dallas Athletic Assn., 8 BTA 1036 (1927). 
Houston Baseball Assn., 24 BTA 69, (NA) (1931). 


I.T. 2932, XIV-2, CB 61 (1935). 


Helvering v. Kansas City American Assn., 75 Fed. (2d) 600 (1935). 
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In each instance, we assumed that 
the transfer of players’ contracts took 
place after the close of the regular sea- 
son. As often happens, trades are con- 
summated during the playing season. 
To facilitate the computation of amor- 
tization to the date of the transaction, 
a schedule may be prepared, showing 
the per game amortization of each 
player’s contract. The annual amorti- 
zation is divided by 154, the number 
of games in a regular season. If, then, 
a trade should be made during the 
month of May, on the date of the 34th 
game of the season, the per game 
amount of amortization would be mul- 
tiplied by 34, and the unamortized por- 
tion of the contract of the player traded 
would then be known. 


Sometimes, a major league club 
makes a part payment to a minor league 
club, covering the contract of a player 
who is to report the following season. 
This payment is charged to an account 
called “Players’ Contracts-Deferred”’, 
or some similar title. When the final 
payment is made and the player reports 
to the major league club, the total pay- 
ments made are transferred to the 
“Players’ Contracts” account, and the 
amount is now subject to amortization. 
Of course, should the club use the 
method described earlier in the article, 
namely, carrying Players’ Contracts ac- 
count at a fixed amount, then these 
payments would be charged off to an 
expense account in the year made. 

In the foregoing examples, it was 
assumed that the player signed a one- 
year contract. Suppose Player J had 
a one-year contract with another club. 
At the conclusion of the season, the 
“Mets” purchased the contract of Play- 
er J, and then signed him to a two-year 
contract. The cost of the contract pur- 
chased would be amortized over two 
years, in accordance with I.T. 2993 
(1936). 

As previously mentioned, most base- 
ball player contracts are for one year, 
but again a contract for a longer period 
is assumed in order to show the ac- 
counting treatment involved. 
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3efore concluding, a brief explana- 
tion of some of the procedures involving 
contracts is in order. 

Suppose Bill Smith signs a one-year 
contract with the N Club of the Na- 
tional League for the year 1951. In 
consideration of the salary paid to him, 
Smith not only agrees to play for the 
N Club in 1951, but also gives the N 
Club the right to contract for his serv- 
ices in 1952. 

On May 1, 1951, the N Club wishes 
to send Smith to the A Club of the 
American League. Before this can be 
done, the N Club must obtain waivers 
from the other National League clubs. 
Had Smith been with a minor league 
club, he could have been sent to a club 
of a league in a higher classification 
without the necessity of obtaining waiv- 
ers from the other clubs in the present 
league. 

After requesting waivers, the P Club 
of the National League claims plaver 
Smith. This claim must be made with- 
in 72 hours after waivers have been 
asked. If the N Club wishes to allow 
Smith to go to the P Club, the latter 
must pay the N Club the sum of $10,000 
for Smith’s contract. On the other 
hand, if the N Club does not wish to 
sell Smith’s contract for that amount, 
it may withdraw the request for waivers 
within 48 hours after the claim from 
the P Club was received. 


On May 15, the N Club submits 
another waiver list, on which appears 
the name of Bill Smith. Again, the 
P Club claims him and again the N 


Club withdraws. the request. 


On June 1, the N Club asks for 
waivers on Smith. The following day, 
the P Club claims him. As this was 
the third time within the same season 
that waivers had been requested jor 
Smith, the N Club cannot withdraw 
its request, but must assign Smith's 
contract to the P Club, for which they 
will receive the waiver price of $10,000. 

A major league club may assign the 
contract of a player to a minor league 
club, and reserve the right to recall the 
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player. There cannot be more than 15 
of such options to recall in force at a 
given time. The optioning of a player 
may be done for not more than three 
seasons. 

Finally, we come to the “old men” 
of the game, the ten-year men. Players 
who have been in the major leagues 
for ten years cannot be assigned to a 
minor league club without the player’s 


‘ 


consent. Should they object, they may 
ask for their release, and upon receiving 
such release become free agents. They 
are then free to sign with any club they 
please. 

So, the next time a Joe Doakes goes 
“O for 16”, don’t be concerned with his 
“depreciation”, or scream, “Back to the 
minors, you bum!” He may be a ten- 
year man. 


CsO 


Differences Between tne New York State 
and Federal Income Tax Laws 


(Continued from page 425) 


ner. In this respect the provision is 
dissimilar to the federal rule. 


Differences as to the Statute of 

Limitations on Refund Claims 

1. Under the federal law, a claim 
for refund may be filed within three 
years of the due date of filing the re- 
turn. Under the state law the period 
is two years which begins, however, 
not from the due date, but from the 
actual date of filing the return. This 
limitation in the state law is unfair and 
should be changed when you consider 
that, in making assessments, the period 
of limitation starts from the due date 
and not from the actual date of filing. 

2. In the federal law there is a 
special period of limitations of seven 
years in lieu of the three year period 
with respect to bad debts and worth- 
less securities. In New York there is 
a somewhat different provision which, 
however, applies to all kinds of deduc- 
tions. It provides that if in the audit 
of a return, the Tax Commission dis- 
allows a deduction because it is taken 
in the wrong year, but would have been 
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allowable in a year not more than five 
years prior, the Commission may re- 
determine the tax for such prior year 
and allow the resulting over-payment 
as a credit in lieu of a refund not in 
excess of the additional assessment. 

3. Under the federal law, where a 
taxpayer agrees to the extension of 
the statute of limitations, he has six 
months beyond the extended period to 
file a claim for refund. There is no 
similar provision in the state law. 


Conclusion 

[ have discussed the important dit- 
ferences between the federal and state 
laws as they apply to individuals. There 
are other important differences in the 
laws in their application to trusts, 
estates and corporations but they can 
be the basis of another paper. Enough 
has been stated to indicate that in con- 
sidering state problems and the prep- 
aration of the state income tax return, 
we should be aware of the differences 
and approach them independently by 
thinking of them under the state law 
and not under the federal law. 
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Conducted by BENJAMIN Harrow, C.P.A. 


Personal Income—Capital Assets 
Loss on the sale of real estate held 
by a family for more than fifty 

vears was recently held to be a capital 

loss.!. The decedent controlled a num- 
ber of real property interests and the 
son, as executor, continued in control. 

A mortgage against one piece of prop- 

erty was foreclosed and the property 

sold. On this transaction the estate 
sustained a loss of about $123,000. This 
the executor deducted as a_ business 
loss claiming that it was incurred in the 
conduct of business. Furthermore, the 
executor argued that the estate which 
was “greatly involved in real estate” 
had continued the real estate business 
in which the decedent had been engaged 
in order to obtain liquid funds to pay 
the Federal estate taxes. 

The court examined minutely Sec. 

350.12 of the Tax Law, defining capital 


assets. The definition, said the court, 
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is by a method of inclusion-exclusion. 
First, a capital asset is porperty “held 
by the taxpayer.” This embraces prop- 
erty whether or not connected with a 
trade or business. In the series of ex- 
clusions from the broad definition are 
“land used” and “property used” in the 
trade or business. 


In the court’s analysis, the definition 
does not mean land held for the purpose 
of income derived from the land, where 
the “business” of the taxpayer is merely 
to do what is needed to be done to col- 
lect the income from the land. Repair- 
ing property and getting tenants are 
not activities that change the capital 
nature of the property. “A large holder 
of real estate has his troubles multi- 
plied, but the character of what he does 
is the same. What he works with is a 
capital asset and his taxable profit or 
loss on its sale falls into that tax cate- 


gory.” 


The court held that the taxpayer did 
not engage in active trading in real 
estate, which presumably would have 
changed the tax treatment. 


The court made two other significant 
comments. “Without any statutory im- 
plementation, a gain or loss on such a 
piece of land would be what most 
lawyers would treat as a capital gain or 
loss in the classic sense.” And _ also, 
“we are not bound where our tax 
policy may differ by the way the United 
States may have treated the property 
for tax purposes.” 

This is a harsh decision for taxpay- 
ers. It will “throw” many taxpayers 
out of the real estate business for tax 
purposes. Undoubtedly the case will be 
appealed to the Court of Appeals 


1 In the matter of Edger T. Appleby, Executor, v. Bates et al., App. Div., 3rd Dept. 


March 7, 1951. 
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Unincorporated Business Tax—Pro- 
fession of Real Estate Appraiser 
In a very short opinion in a recent 

case? the Court held that a valuation 
expert, equipped to handle complex 
problems relating to the evaluation of 
real property, by reason of specialized 
study and knowledge is not engaged in 
the practice of a profession. As the 
Court put it, “giving every favorable 
intendment to the claim of petitioners, 
and conceding the ability of the peti- 
tioner, Hyman Adelsberg, as a valua- 
tion expert, we find no cogent ground 
for holding that the latter was engaged 
in the practice of a profession.” 

The prime test of an exempt profes- 
sion is the possession of knowledge of 
an advanced type of science or learning 
gained by a prolonged course of special- 
ized instruction and study. However, 
mere expertness in a field does not 
come within the exempt professions. 
This case adds to the growing list of 
experts who are not recognized as prac- 
ticing a profession. 


Interest Deduction 

An interesting case’ involving this 
question was recently decided by the 
Appellate Division of the New York 
Supreme Court. A father made a gift 
of $200,000 to his daughter. He im- 
mediately borrowed the identical sum 
from her and gave her a note payabie 
five years after date, with interest at 
2%. A gift tax was paid on the gift. 
When the note matured, it was renewed 
for an additional period of three years. 
Before the note matured it was further 
extended for two years, and the interest 
Was increased to 5%. The note was 
finally paid in full. The interest was 
paid regularly and reported as income 
by the daughter. The father took a 
deduction for the interest paid on his 
tax returns for the years in question. 
This deduction was allowed by the fed- 
eral income tax bureau, but the State 
Tax Commission disallowed it. 


The Court allowed the deduction on 
the ground that when the father bor- 
rowed the money from his daughter he 
incurred an indebtedness on which he 
paid interest which is deductible under 
Section 360 of the Tax Law. There 
was nothing in the record to justify any 
inference that the gift was subject to 
any private agreement between the 
father and daughter giving the father 
any control over the gift. 

While this looks like a method of ob- 
taining a tax deduction for interest and 
at the same time setting up a fund to 
produce income for children and, in a 
sense, retaining the fund in the father’s 
hands, it should be noted that the de- 
cision was close, two judges having dis- 
sented. Most likely, the State will carry 
the case to the Court of Appeals. 


Special Treatment Accorded 
Members of the Armed Forces 
The Department of Taxation and 

Finance recently issued a release giving 
answers to certain tax problems. 
Among other things the release stated 
that members of the armed forces are 
accorded special treatment under the 
income tax law, regulations and proce- 
dure in order to relieve such taxpayers 
ef possible hardship. Compensation for 
active service in the military forces is 
exempt from tax. This provision cov- 
ers male and female members of the 
Army, Navy, Air Force, Marine Corps, 
Coast Guard, or any branch thereof. 
This exemption does not apply to in- 
come from other sources. Also this 
income is not to be considered in deter- 
mining whether the individual had suf- 
ficient income to bring him within the 
filing requirements. 

The Tax Law permits the granting 
of extensions of time for filing returns 
for taxable years during which taxpay- 
ers are in the service. Extensions are 
granted on request, without interest, up 
to six months after the end of the war, 
or separation from active military serv- 
ice, whichever event first occurs. 

(Continued on page 447) 


Hyman Adelsberg et al. v. Bates et al., 278 App. Div. 606. 
Vinthrop v. Bates, App. Div., 3rd Dept., March 13, 1951. 
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Conducted by Louis H. Rappaport, C.P.A. 
Earnings Summaries in Prospectuses 


There is usually included in the pro- Responsibility of Accountant 


spectus a condensed summary of earn- Who Has Reviewed Summary 
ings showing certain amounts (for ex- Whenever possible, registrants and 


ample, sales, cost of goods sold or gross 
profit, selling, general and administra- 
tive expenses, other income, income de- 


ductions, income before income taxes, J eee 
provision for income taxes, and net countants. The S.E.C. has ruled on the 


income), for a number of vears, often use of an accountant’s name in connec- 
ten years, including the three years for tion with these summaries. The state- 
which more detailed financial state- ment of the Commission’s Chief Ac- 
ments are furnished elsewhere in the  countant is, in part, as follows: 

prospectus. The summary should in- 


underwriters make arrangements for 
review of the data in a summary of 
‘arnings by independent public ac- 


In my opinion, it follows from these 


clude appended footnotes imsolar as statements of principle that summary carn- 
they may be considered necessary to ings tables, as a species of finance ial state- 
give notice of any items or explana- ments, are primarily representations of 


management and that the proper function 


tions which may be of material signifi- 
: " of the independent accountant with respect 


cance to the investor. to them is necessarily limited to an expres- 
Although not required by any pub- sion of his expert and professional opinion 
lished rule or regulation of the S.E.C., ... it is my opinion that it is generally im- 
the summary of earnings is probably proper and misleading for an accountant 
nr SS ; -~ to permit his name to be used in connection 

the most important single statement in with any period covered by a summary 
the entire prospectus, and is usually earnings table or to undertake to express 
inserted at the recommendation or in- his professional opinion as to the fairness 


of the representations made for such period 


sistence of the company or the under- 
3 i a summary earnings table unless he has 


writer. he inclusion of such sum- made an examination for such period in 
maries has become so customary that accordance with generally accepted audit- 
in some registrations the S.E.C. has ing standards applicable in the circum- 
suggested their inclusion in prospec- stances. When the independent accountant 
vat ri ae: a ae . has been the auditor for the company 
tuses which, - the initial filing, omitted throughout the entire period covered by 
a summary of earnings. This is not to the summary, and his several examinations 
be understood as implying that the conformed to generally accepted auditing 
Commission insists on the inclusion of standards, he would. ordinarily need to 
iti. sanuniabies in 6b vealetentinks make only such additional review as would 
; , ; ee i be necessary to satisfy himself as to 

because there are some situations in whether any recasting of the statements 
which, for various reasons, a summary originally prepared would be necessary to 


reflect transactions and adjustments re- 
corded in later years but clearly applicable 
to prior operations. If the instant work 
represents the first engagement of the ac- 
countant by the registrant and he is to ex- 


may be of little if any value. 





Louis H. Rappaport, C.P.A., has 


been a member of the Society since press his expert opinion with respect to the 
1933. He is a partner in the firm of earlier periods contained in the summary, 
Lybrand, Ross Bros. & Montgom- it would, in my opinion, be necessary for 


him to apply to the operations and trans- 


ery, C.P.A’s., and is also a member ; : 
; actions of each of the earlier periods with 


of the American Institute ot Ac- respect to which he is to express an opin- 
countants and of the ‘American ion substantially the same auditing pro- 
Accounting Association. cedures as those employed with respect to 








the first two years of the three-year certi- 
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fied profit and loss or income statement 
included in the registration statement. .. .1 

In cases where the accountant has per- 
formed sufficient work to make it appro- 
priate for him to permit the use of his 
name in connection with a summary earn- 
ings table there remains to be considered 
the form in which he should indicate his 
opinion. Under the rules promulgated by 
this Commission, the customary method 
used by accountants in expressing their ex- 
pert opinion takes the form of a certificate 
conforming to the requirements of Rule 
2.02 of Regulation S-X. Such certificates 
make appropriate representations as to the 
work done, state the opinion of the account- 
ants as to the fairness of the statements 
presented, and describe clearly any excep- 
tions which the accountants may wish to 
take. Since, as pointed out earlier, sum- 

mary earnings tables are a species of in- 

come statement it would appear that the 
accountant’s certificate thereon should as- 
sume a comparable form, and should be 
included with the summary or made a part 
of his report as to the three-year certified 
statement. If exceptions have been taken 
by the accountant with respect to any of 
the information contained in the summary 
earnings table, special care should be exer- 
cised in selecting the language used to in- 
troduce the summary to indicate clearly 
that such exceptions exist and to direct at- 
tention to the opinion of the accountant. 
lf the firm that certifies the formal 
financial statements for the required 
three-year period also was the com- 
pany’s independent auditor for the en- 
tire period of the summary, the regis- 
trant usually authorizes this firm to re- 
view the entire summary. If another 
firm acted as the company’s independ- 
ent auditor for some of the earlier 
years, then the registrant frequently 
authorizes this other firm to review the 
summary for those years and to report 
upon the results of its review. 

In making his review the accountant 
should consider whether there are any 
material items (recurring, nonrecur- 
ring, operating, or nonoperating ) 
which tend to distort comparison of 
earnings and possibly give a mislead- 
ing j impression of the trend of e arnings 
unless they are separately disclosed and 
explained. Any material changes in 
accounting policy followed’ by the com- 


pany during the period covered by the 
summary should be explained in a foot- 
note. In reviewing the summary of 
earnings the auditor should also review 
for the period covered by his report 
financial statements in annual reports 
to stockholders and to the S.E.C., and 
in previous registration statements un- 
der the Securities Act. Particular at- 
tention should be paid to the statement 
of surplus and to reserves as shown 
by the reports for each year to deter- 
mine whether any items therein should 
be reallocated to adjust earnings for 
any year or referred to in footnotes to 
the summary. If he did not examine 
the financial statements of the company 
annually for the entire period covered 
by the summary, the accountant should 
inquire as to possible changes in ac- 
counting policy followed by the com- 
pany during the years not examined by 
him. 

Because of the importance attached 
to earnings summaries, they should be 
presented in sufficient detail so that the 
independent public accountant can 
properly express the opinion that they 
fairly present results of operations. 
Usually this does not add materially 
to the earnings summaries for prospec- 
tus purposes, but revisions (such as, 
for example, disclosure of dividends 
and other charges or credits to surplus 
if material) are required to enable the 
accountant properly to render an opin- 
ion that the earnings summaries fairly 
present results of operations. 

Practice by the profession generally 
has not yet reached the point where an 
accountant can insist that his client 
furnish a tabulation of earnings con- 
forming to the views expressed in the 
preceding paragraph. This matter is, 
however, important enough so_ that 
whenever his name is used in connec- 
tion with a summary of earnings, the 
public accountant should urge his client 
to furnish a tabulation which does fair- 
ly present results of operations rather 
than certain data. 


It is recognized that some auditing procedures commonly applicable in the examination 
of financial statements for the latest year for which a certified profit and loss statement is 
filed, such as the independent confirmation of accounts receivable or the observation of inven- 
te ry- taking, are either impracticable or impossible to perform with respect to the financial 
statements of the earlier years, and hence would not be considered applicable in the circum- 
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Conducted by SAMUEL S. REss 


Recent Unemployment Insurance Developments 


4 se right of an officer of a corpora- 
tion to collect unemployment insur- 
ance benefits has again been denied by 
the New York State Unemployment 
Insurance Appeal Board in case 
*24,432-50, decision dated March 2, 
1951. 

The claimant was president of a cor- 
poration engaged in the manufacture of 
leather goods. Both the claimant and 
his brother were the officers and stock- 
holders of the corporation, together 
with a third party who was a stockhold- 
er but not an officer. Because of a 
sharp decline in the volume of business 
of the corporation, the claimant, who 
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was the sole person authorized to sign 
checks on behalf of the corporation, 
applied for unemployment insurance 
benefits. 

The Referee had held that the officer 
claimant was actually totally unem- 
ployed and available for work. The 
Appeal Board reversed the Referee’s 
decision. It held that the claimant 
could not be considered totally unem- 
ployed because he continued to sign 
checks for the firm and visited the 
establishment regularly every day, even 
though there was no business. 


ok k * 


The New York State Unemployment 
Insurance Law has just been amended 
so as to provide that if a corporate 
employee owns 25 percent or more of 
the corporation’s stock, any compensa- 
tion that the corporation pays him is 
exempt from New York State unem- 
ployment insurance contributions. That 
amendment goes into effect April 1, 
1951, and will result in a saving of 
New York State unemployment insur- 
ance contributions on the remuneration 
paid to such corporate officers or stock- 
holders. It is important to note, how- 
ever, that these employees are still sub- 
ject to social security taxes. If the 
employer is subject to Federal Unem- 
ployment Tax (1.e., he employs & or 
more individuals on a total of 20 or 
more days during the calendar year, 
each day being in a different calendar 
week) there will be no saving because 
instead of paying the unemployment 
insurance contributions to the State 
Unemployment Insurance Fund, he 
will have to pay the same amount that 
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Notes on the New York State Unemployment Insurance Law 


he has saved on State unemployment 
insurance taxes to the federal govern- 
ment at the end of the year, when he 
files his federal Unemployment Tax 
Return. In determining for State unem- 
ployment insurance purposes whether 
or not four or more employees existed, 
the stockholder employee who owns 25 
percent or more of the employer-corpo- 
ration stock should be counted. 

Another amendment to the New 
York State Unemployment Insurance 
Law (Chaper 791 of the Laws of 1951, 
effective April 12, 1951) provides that 
where an employer acquires a segre- 
gable part of another employer’s busi- 
ness, he may count the wages paid by 
his predecessor in determining the 
$3,000 taxable wage limitation. 

Another amendment reduces the in- 
terest rate on late payments of unem- 
ployment insurance contributions from 
34 of 1 percent for each month or part 
of the month, to 34 percent per month. 
For example, under the old law, pay- 
ment of a $1,000 State unemployment 
insurance contribution on August Ist 
for the 2nd quarter of 1951, would re- 
sult in a $7.50 interest charge. Under 
the amendment, the interest would be 
$.25 instead of $7.50. 

Chapter 829 of the Laws of 1951 
amends Section 517, paragraph 2, 
which deals with exclusions from the 
definition of remuneration, so as to con- 
form the exclusions generally with the 
Federal Unemployment Tax Act. The 
items covered are dismissal pay, pay 
for casual labor, stand-by payments to 
former workers 65 years old or more, 
and payments for sickness or accident 
disability or upon death or retirement. 
Under the Federal Unemployment Tax 
Act, service not in the course of the 
employer’s trade or business is taxable 
only if $50.00 or more is earned in a 
quarter and the employee works on 24 
or more different days in that quarter 
or 24 or more days in a preceding 
quarter, 

* * * 


Another recent decision by the Un- 
employment Insurance Appeal Board 
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(Case #24298-50, handed down April 
6, 1951) reversed the Referee’s deci- 
sion in a case involving casual employ- 
ment. The Industrial Commissioner 
had ruled that the employer was sub- 
ject to the Unemployment Insurance 
Law, alleging that he employed 4 or 
more employees. The employer oper- 
ated a diner. It was conceded that three 
persons were employed in the operation 
of the diner. The employer had con- 
tracted with another person to con- 
struct a concrete foundation on prop- 
erty owned by the employer but not 
connected with the diner. The indi- 
vidual who had undertaken to do the 
construction work was unable to fi- 
nance the job and it was agreed that 
the employer would be charged for all 
material purchased and would pay the 
foundation constructor for his services 
on a time basis. The concrete mixer, 
transportation of the concrete mixer, 
tools and other materials were all sup- 
plied by the constructor. In addition, 
the services of another helper and the 
partner of the party who undertook to 
construct the foundation were supplied. 
All were paid on a time basis by the 
employer. However, the employer did 
not exercise any direction, supervi- 
sion, or control over any of the persons 
engaged in the construction of the 
foundation. The original constructor 
held himself out as available to other 
persons who had jobs of a_ similar 
nature. 


The Industrial Commissioner charged 
and the Referee held that the persons 
engaged in the construction of the 
foundation were employees of the em- 
ployer and that consequently he was 
subject to the Unemployment Insur- 
ance Law. The Appeal Board reversed 
the decision on the ground that the 
employer (the owner of the diner and 
of the property on which the construc- 
tion work was done) did not exercise 
any direction, supervision, or control 
over the persons engaged in the con- 
struction of the foundation on the em- 
ployer’s property. 

It held that the construction contrac- 
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tor was independent and was the 
employer of the helper. The decision of 
the Appeal Board cited Matter of 
Harry R. Groo, Respondent v. Nathan 
Siegel, appellant and Solomon Grun- 
feld, respondent, 234 App. Div. 810. 

It would appear from the foregoing 
decision and the above-mentioned re- 
cent amendment of the New York State 
Unemployment Insurance Law, re- 
garding casual employees, that the 
trend is to restrict coverage for unem- 
ployment insurance purposes where 
someone is engaged to do work other 
than that which is part of the regular 
business of the employer. 


Accountants should advise _ their 
clients that on June 4, 1951, the first 
phases of the new Hughes-Brees unem- 
ployment insurance amendment (Chap- 
ter 645 of the Laws of 1951) go into 
effect. Employers will start getting re- 
quests from the New York State Un- 
employment Insurance Division for 
information on weeks of employment 
of Unemployment Insurance Benefit 
Claimants. A $10.00 penalty for failure 
to complete, sign, and return the re- 
quest for the employment and wage 
data within seven days from the date 
of mailing, begins on July 2, 1951. 

Employer appeals to the Unemploy- 
ment Insurance Referee Section against 
the payment of unemployment insur- 
ance benefits to former employees will 
require a $10.00 deposit by the em- 
ployer. 

In the event the benefit claim is 
denied by the Referee, the deposit will 
be returned to the employer; if the 
benefit claim is upheld, then the Em- 
ployer will forfeit the deposit. 


A $25.00 deposit will be required 
for a hearing in a similar matter 
before the Unemployment Insurance 
Appeal Board. These deposits will only 
be required from employers seeking an 
adjudication by the Referee or by the 
Appeal Board. 

In disputing unemployment. insur- 
ance benefit cases, unemployed benefit 
claimants are not required to pay any 
deposits in connection with a request 
for a hearing before the Referee Section 
or the Appeal Board. 

It is also suggested that individual 
employees be encouraged to keep a reg- 
ular weekly record in a booklet, indi- 
cating the week ending date in which 
the wages were earned, the 
amount of wages earned in that week, 
and the amount deducted for Withhold- 
ing and Social Security Taxes. Such 
a record should also show the name of 
the employer, his state registration 
number and his federal identification 
number, as well as the individual em- 
ployee’s full name, address and social 
security number. 

This record, if properly maintained 
and regularly kept, may at some future 
date serve as a basis for verification of 
unemployment insurance and_ social 
security wage and benefit matters. 

\ request for employment and wage 
data will not supersede the requirement 
for filing of quarterly individual em- 
ployee wage reports presently sub- 
mitted on form TW 56 for all employ- 
ers. New employers and those in busi- 
ness for less than fourteen calendar 
quarters, will be required to file the 
quarterly reports on form TW 56 until 
otherwise directed by the New York 
State Unemployment Insurance Divi- 
sion. 
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Office and Staff Management 


| A forum for the exchange of views and information on all 
| aspects of the administration of an accounting practice. 











Conducted by Max Brock, C.P.A. 


Handling Staff Assignments 


The scheduling of monthly audits 
and other engagements often taxes the 
managerial skill of the accountant deal- 
ing with that administrative function. 
To achieve the best results there must 
be the most effective coordination of 
available manpower with scheduled, 
prospective engagements. But the best 
laid plans are often upset by staff ab- 
sences and by clients who are not ready 
for audit on the set date. The program 
is further bedeviled by special engage- 
ments which must be sandwiched in 
and, of course, during tax periods and 
vacation months a new set of problems 
is created. 

There appear to be two distinctive 
methods of handling assignments. The 
first, which is probably more prevalent 
in small and moderate-sized practices, 
places the full burden of planning on a 
principal or office man, and he plans 
the assignments a week or more in ad- 
vance and makes the necessary revi- 
sions in the program from day to day 
as the need arises. This may be called 
“centralized scheduling.” 

The second method, which may 
he called “decentralized scheduling”, 
should have appeal to the long-suffer- 
ing, harried programmer, because. it 
shifts a large part of the burden to the 
accountants in charge of engagements. 
Under this plan each senior deals with 
a definite number of clients and has 
assigned. to him a staff of one or more 
regular assistants. The senior does his 
own scheduling and marshalling of his 
lorces. He communicates with clients 
as to when they will be ready for audit, 
and attends to all of the maneuvering 
incidental to this responsibility. It is 
also his concern to set convenient vaca- 
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tion dates for himself and assistants, 
make sure that tax returns are prepared 
on time, schedule year-end _prelimi- 
naries, and generally act as a limited 
staff manager with a minimum of office 
supervision. Of course, the office is 
kept posted on his activities, and some- 
one, principal or staff manager, deals 
with matters of providing additional 
help where needed, shifting of men, as- 
signment of special matters, and gen- 
eral coordination of staff activities. 

No doubt there are advantages and 
drawbacks to each method, but pro- 
ponents of “decentralized scheduling” 
claim that their plan is the less burden- 
some on principals as staffs grow in size. 

Comments by advocates of each 
method will be welcome, and if anyone 
has a different approach, that surely 
would be of interest to readers of this 
column. Mail in your ideas. 


Vacation Problems 

Audit assignments sometimes get 
snarled up in the summer months be- 
cause of vacations of staff accountants 
on the one hand, and clients’ book- 
keepers on the other. This may be true 
of all audits generally and monthly 
audits particularly, and it raises the 
question of why virtually all vacations 
must be jammed into a period of eight 
to ten weeks. 

Diligent attention to this problem 
will bring substantial rewards in the 
spreading out of the vacation period. 
Vacations are equally attractive in the 
spring, fall, and winter, as in the sum- 
mer. More and more resort hotels are 
open all year round. Auto travel is 
more pleasant in May, June, September 
and October, than in July and August. 

Some firms advise their staff mem- 
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bers what vacation periods are available 
and give them a choice of only such 
dates. Some staff managers deal with 
vacations on an individual basis, reach- 
ing understandings with each employee. 
A combination of these two approaches 
may be helpful. 

Consideration might be given to 
“premiums” for out-of-season  vaca- 
tions. An extra day or two of vacation 
may be tempting and may encourage 
vacations in off-peak periods. 


Summer Working Conditions 

lf your staff room and typing office 
are not air-conditioned you may lose as 
much as 50% of the effectiveness of 
your staff on hot days. This is not an 
ad for conditioning equipment. It is 
sound advice for improving perform- 
ance during at least three months of 
the year. 

Conditioners permit keeping win- 
dows closed during the summer, keep- 
ing out both noise and grime. If, in 
addition, the rooms are sound-proofed, 
you have ideal working conditions. 
Under such circumstances summer va- 
cations may not be indispensable. 


Articles on Administration 

The subject of administration of an 
accounting practice, especially that of 
the smaller practitioner, is receiving in- 
creasing attention in accounting publi- 
cations other than our own. In the 
March, 1951, issue of the Journal of 
Accountancy appear two articles on this 
subject: “Advice for the new partner” 
and “How to manage the accounting 
engagement.” 

In the April, 1951, issue there is 
another article on “Choosing the valu- 
able accounting junior.” 


Staff Salary Adjustments 
Under Stabilization 


A contributor has sent in the follow- 
ing information concerning the policies 
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adopted by a number of firms in dealing 
with salary adjustments in accordance 
with wage stabilization limitations : 


General Wage Regulation No. 5 (Janu- 
ary 25, 1951) of Wage Stabilization Board 
under Section 1 describes merit and/or 
length-of-service increases where a_ plan 
exists. The plan must follow certain quali- 
fications as to written form, inclusion of 
job classifications, range of rates (maxi- 
mum and minimum) for each classification, 
normal review for merit increases peri- 
odically (six months or a year), etc. 


For a public accounting firm the classifi- 
cation might well be met by the usual basic 
division of (A) Accountants, (B) Stenog- 
raphers, and (C) Office Employees. Under 
Accountants the classification could be (1) 
Supervisors, (2) Seniors, (3) Semi- 
seniors, and (4) Juniors. The starting salary 
and maximum salary for juniors and, in 
turn, each of the other classifications would 
give a spread in which to grant periodic 
merit increases (every six months or each 
year) at a standard raise—to illustrate, 
$25 to $50 per month—depending upon 
classification and length of time between 
raises. Overtime rates would be stated and 
bonus or incentive agreements spelled out. 
Three or four raises would place a man in 
the next higher job classification and 
should a man advance unusually rapidly in 
the work, this might be recognized by put- 
ting him in the next higher job classifica- 
tion after but one intermediate raise, thus 
telescoping raises for extra merit. 


The starting salary and the maximum 
salary for stenographers and office employ- 
ees are not easy to set because the current 
market is apt to dictate here. Merit raises 
of from $10 to $25 per month would bring 
employees to the maximum salary in a 
reasonable number of years. 


Reviewing the firm’s salary payments to 
employees over a period of several years 
will create a pattern which, if fairly uni- 
form, would appear to stand up under 
Regulation No. 5. The formality is borne 
out if the pattern created is due to consist- 
ent application of judgment and_ policy. 
The existence of such a plan would be 
demonstrated by historic schedules analyz- 
ing each man by job classification, raises 
and chronological progress. The interpre- 
tation or description of the policy (pattern) 
should be written out painstakingly to 
guide the accounting firm and be available 
for inspection by government representa- 
tives. 
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| The Excess Profits Tax Exchange | 














Conducted by Davip Zack, C.P.A. 


T iis column is a clearing house for 
questions, problems and comments 
regarding [excess Profits Taxes. Items 
of general interest will be published 
herein and full credit will be given all 
contributors unless they request other- 
wise. All inquiries and contributions 
should be addressed to : 

Editor, The Excess Profits Tax Exchange 

The New York Certified 

Public Accountant 
677 Fifth Avenue 
New York 22, N. Y. 


A Dangerous Election 


The excess profits tax law is re- 
plete with elections, options and alter- 
natives. These are generally intended 
to work to the advantage of the tax- 
payer by means of the provision of al- 
ternatives which will yield the least 
excess profits tax. However, due to 
the complexities of the law, some of 
these purported relief alternatives 
hoomerang to the disadvantage of the 





Davip Zack, C.P.A., is a mem- 
ber of our Society and of its Com- 
mittee on Municipal and Local 
taxation and the Committee on 
Education. 

Mr. Zack is a member of the New 
York Bar, the Federal Bar, and the 
Tax Bar. He is a Lecturer on Taxa- 
tion at The City College (N. Y.) 
School of Business and Civic Ad- 
ministration, where he is currently 
conducting an intensive course on 
the New Excess Profits Tax Act. 

Mr. Zack has written on tax mat- 
ters for various publications. He is 
engaged in tax practice with a prom- 
inent New York firm of certified 
public accountants. 
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taxpayer and may work irreparable 
damage to the taxpayer corporation, 
especially when the election is irrevoc- 
able. 


Such a two-edged sword exists in 
Section 433 (a)(1)(J) (iii) of the In- 
ternal Revenue Code. The purpose of 
the section was to permit taxpayers to 
get the benefit, for excess profits tax 
purposes, of otherwise useless net 
operating losses incurred during the 
latter part of the base period. The ex- 
cess profits tax law permits corpora- 
tions which use the average earnings 
credit under Section 435 or the histori- 
cal invested capital credit under Sec- 
tion 458 for their first excess profits 
tax year, to carry over unused base 
period net operating losses to the first 
two excess profits tax years (1950 and 
1951 for calendar year corporations ). 
This base period loss deduction is 
not available to the corporation for any 
year in which the excess profits credit 
is computed by the adjusted invested 
capital (asset) method (Sec. 433(a) 
(1)(J)(v)). This is due to the fact 
that the asset method includes a special 
recent loss adjustment (Sec. 437(f) ). 
The election to use the base period loss 
adjustment must be made in the tax- 
payer's first excess profits tax return 
and is irrevocable once made. When 
this election is taken, the taxpayer cor- 
poration may never carry over any net 
operating losses, other than the base 
period loss adjustment, from. a_pre- 
excess profits tax year to a year end- 
ing after June 30, 1950, for excess 
profits tax purposes only. (Sec. 433 
(a)(1)(J)(v)) 

These provisions may result in an 
anomalous situation which can work to 
the serious disadvantage of the tax- 
payer. A corporation, which suffered 
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a net operating loss during the calendar 
year 1949, may nevertheless elect to 
use the base period loss adjustment in 
its first excess profits tax return for the 
calendar year 1950, when it was ad- 
vantageous to use the average earn- 
ings method for the computation of 
the excess profits tax credit. However, 
in 1951, for reasons not foreseeable in 
1950, it may become advantageous for 
the taxpayer to use the adjusted in- 
vested capital, or asset method. This 
taxpayer will then be deprived of all 
net operating losses carryovers from 
the base period for excess profits tax 
purposes inasmuch as the use of the 
asset method in 1951 forecloses the 
base period loss adjustment and the 
irrevocable election to use the base 
period loss in 1950 prevents the carry- 
over of the regular net operating loss 
from 1949 to 1951, for excess profits 
tax purposes. It is true that the tax- 
payer gets the benefit of the recent loss 
adjustment in the computation of the 
invested capital credit by the asset 
method, but if the base period loss ad- 
justment had not been originally elected 
in 1950, the taxpayer would have had 
the additional advantage of the regular 
carryforward of the 1949 loss into 1951. 
This result seems unfair and there cer- 
tainly appears to be no reason to make 
the election irrevocable. Since few tax- 
payers have the advantage of clair- 
voyance, Congress might be well ad- 
vised to remove the irrevocable feature 
of this election. In any event, it be- 
hooves taxpayers to be very wary of 
this base period loss election, especially 
when there is a 1949 net operating loss. 


Tax-Free Transfers 
One of our Florida readers sends in 
the following question : 


“One of our clients was incorporated 
February 1, 1947, and operated thereafter 
as a corporation. That corporation was 
the successor to a partnership in a*tax 
free exchange under Section 112(b) (5) 
I.R.C., and assumed the assets and liabili- 
ties of the partnership. Capital stock was 
issued in the same ratio as the partners’ 
capital accounts. The partnership had been 
organized during the year 1943 and con- 
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tinued as such until January 31, 1947. Our 

question is whether or not this corporation 

is eligible to determine its ‘Average Pase 

Period Net Income’ under the provisions 

of Section 445 for new corporations.” 

Your client is not eligible to 
compute its average base period net 
income under Section 445 of the 
Internal Revenue Code. Section 445 
specifically requires that only those 
corporations which commenced bus- 
iness after the first day of its base 
period shall be considered a new corpo- 
ration for the purposes of this section. 
In your set of facts the corporation 
which succeeded to the partnership on 
February 1, 1947, in a tax-free ex- 
change, under Section 112(b)(5), is 
an “acquiring corporation” under Sec- 
tion 461(a)(D) of the Code. Section 
461(d) of the Code specifically pro- 
vides that an “acquiring corporation” 
shall be considered, for the purposes 
of Section 445, inter alia, to have been 
in existence for any period during 
which it or any of its component cor- 
porations was in existence. The trans- 
feror partnership qualifies as a com- 
ponent corporation pursuant to Sec- 
tion 461(b)(5) of the Internal Reve- 
nue Code. Inasmuch as your partner- 
ship had been organized during the 
year 1943, the successor “acquiring cor- 
poration” commenced business prior to 
the first day of its base period and 
therefore cannot qualify as a new cor- 
poration under Section 445 of the In- 
ternal Revenue Code. 


Working Papers 

The task of assembling and collating 
the data requisite for the preparation 
of the Excess Profits Tax form may 
well be overwhelming, especially under 
existing time pressures. A checklist, 
questionnaire or worksheet combina- 
tion thereof is most helpful, and Jules 
Band, Esq. and Leon Hariton, associ- 
ated with J. H. Cohn & Co., C.P.A’s., 
have spent many hours in the develop- 
ment of such a form. They have been 
kind enough to submit the following 
checklist-questionnaire for the he!p and 
guidance of our readers. 
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(7. Our QUESTIONNAIRE 
oration 
re Base 
OVISIOns 1. (A) When was the corporation organized ? BRAC) sc ccassensesactecsee-esacetoee 
as. 
yle to (B) When did the corporation actually commence business? Date ......-.::--2----200--e-+-+" 
od net : 
of the 2. (A) Was the formation of this corporation the result of a 
—_" consolidation, merger, liquidation or the successor of 
. any other corporation, partnership or sole proprietor- 
those ship? Wee 22 2. 2 Nees io 
d bus- Neer : ; y 
deka (B) Did this corporation acquire the assets of any other cor- 
poration as a result of a merger, liquidation, consolida- 
corpo- tion, or the assets of a partnership or sole proprietor- 
section. ship? NGS. NO@e oes 
oration If the atiswer is “Yes” to either 2(A) or 2(B), give 
ship on full detaiis on an attached sheet. 
ee CX- 
(5), is 3. (A) Does another corporation own 95% of this corpora- 
os Shims tion’s stock? MG@Sisccvcosaven NO....--20---- 
Section (B) Does this corporation own 95% of another corporation's 


ly pro- stock ? Nd 5s Wa 


rauol lf the answer is “Yes” to either 3(A) or 3(B) either 


rposes submit schedules or explain why alternative method 
ve been (consolidated or spearate) was not used. 
during 
nt cor- 4. Check below which method has been used for the com- 
> trans- putation of the excess profits tax credit: 
a com- (1) Any of the average income methods............ 
oO Sec- (2) Invested capital—assets method.............. Re 
| Reve- (3) Invested capital—Historical method............. eA 
yartner- Explain why or submit schedules illustrating 
ng the why the other two methods were not used. 
ing cor- 
prior to ’. If you have used any of the earned income methods, the 
od and following information must be submitted: 
ew Ccor- (A) Based on Schedule EP-2 per return, answer the 
the In- following : 
(1) With respect to Line 2, have there been any ; 
operating losses ? ¥ess.. 22. Nees 
— (2) With respect to Line 3, have there been any 
ollating losses due to the sale of business assets ? ¥@Sizesc 2-3 . INGE 
aration : - : : 
“7 mav (3) With respect to Lines 8 and 16, have you 
_ eliminated 100% of dividends received ? VWeeic. 2. .|,  INGees eee 
y under 
recklist, (4) With respect to Lines 9, 10, 11 and 12, were 
wm bina- there deductions which were either unusual, : 
ii non-recurring or abnormal ? ¥es.- > Nes 
id Jules 
associ- (5) With respect to Line 17, have you eliminated 
Pp A’s capital gains? VeSiss 22 2» ~iN@estrc 
levelop- (6) With respect to Lines 32 and 33, did you fill 
ve been in these lines? Mes 27.33 > | ING 
owing If not, why not. Explain. 
elp and eee, eer 
(7) With respect to Lines 37 and 38, did you sub- 


mit schedules if these lines were used? Vedi oe NGiet 
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CAPITAL ADDITIONS IN THE BASE PERIOD 


SCHEDULE EP-2(A) 


Are there any assets stated at values other than a tax basis? 


If the answer is “Yes”, list the assets and reconcile the 
differences. 


With respect to Line 3, did you consider the Internal Revenue 
Agent's Adjustments, if any, as to assets and/or tax liabilities 
in the base period? 


With respect to Line 4, did you prepare a schedule of bor- 
rowed capital showing pio and rate of interest as of that 
particular day? 


Are there any liabilities covered by written instruments which 
you have excluded from borrowed capital ? 
lf your answer is “Yes”, explain why on attached sheet. 


With respect to Line 6, did you submit with your work sheets 
a calculation of interest adjustment on borrowed capital ? 


Does this corporation qualify as a member of a controlled 
group ? 


If the answer is “Yes” did it have a mortgage or notes re- 
ceivable outstanding from another member of the controlled 
group? 


With respect to Line 8, did you prepare a schedule indicating 
a description of the inadmissible asset or assets and the 
amount ? 


Does the corporation have any Treasury Stock? 


TAXABLE YEAR CAPITAL ADDITION OR 
SCHEDULE EP-2(B) 

With respect to Line 3, does 75% of the amount entered on 
Line 3 equal Line 4, column 1 of Schedule EP-2(A) ? 
Did you submit schedules for average borrowed capital for 
the taxable year? 
With respect to Line 12, if the corporation is a member of a 
control group, does it hold stock of another member ? 
If the answer is “Yes”, have you ——) any increase in 


stockholdings over the beginning of the year 


With respect to Line 13, if the corporation is a member of a 
control group, did it make any loans by note or mortgage to 
another member ? 


If the answer is “Yes”, have you computed the excess over 


the beginning of the year ? 


With respect to Line 16, did you submit a schedule for average 
inadmissible assets for the taxable year ? 
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The Excess Profits Tax Exchange 


EXCESS PROFITS CREDIT BASED ON INVESTED CAPITAL 
SCHEDULE EP-4 


1. Were the following considered in the computation of equity 


capital as of the beginning of the year ? Ves ee Nee. 
(A) All assets adjusted to tax basis? Wes... Ne@eisatisi 
(B) All liabilities adjusted to tax basis? Veeck: Nee 


Changes in net assets due to Internal Revenue Agent's 
adjustments not picked up on the books until after be- 


ginning of taxable year? Nese cnr Nees 
(D) Change in tax liability because of Internal Revenue 

Agent’s adjustments ? SCO ae Noes. 
(E) Adjustments of accruals to actual ? OG dit. 13 NG@esinti 2! 


(F) Inclusion of surplus reserves (bad debt reserve, when 
you are on the actual chargeoff method for income tax 


purposes, contingencies, etc.) ? WOS.c, 36.804 N@eisc.2255 
(G) Were there any changes in capital structure in the cur- 

rent year? Wiese tc 3loe Noe 
(H) Have you prepared a schedule for borrowed capital ? Meges es Nor. 2285 
(lL) Were there any net operating losses beginning with the 

year ended after December 1, 1940? Mesias cnc) Noite 
(J) Does this corporation have any inadmissible assets? Wess .<2- 3. Nek 


If the answer is “Yes” have you prepared a schedule of 
inadmissible and total assets (tax basis thereof) ? MGS ANOwetaee 


EXCESS PROFITS NET INCOME 
SCHEDULE EP-1 


. Did you prepare a schedule illustrating an analysis of the total 
interest deducted per income tax return? Vesicn cst. N@i<.22 


ia) 


. Did you show the method of computation of adjustment of } : 
interest on borrowed capital ? Mesi..2224 NO@i 


. Did you analyze miscellaneous income to determine if there 
was recovery of bad debts taken as a deduction during the 
] base period or prior to 1940? Westen 2s Nos:.2355 


7s 


. Are there any net operating losses in 1946 and 1947 which ; 
were not absorbed in 1948 and 1949? MeSi e252 2 NOR Stee 


li the answer is “Yes” present a detail schedule indicating the 
extent of the carryback and carryforward of these losses, 
giving effect to Internal Revenue Agent’s adjustment in these 
years 


ion) 


. Did you annualize the income if the corporation filed for a 
short taxable year? Mastbo es IN@kecs scars 


6. li the corporation normally files on the installment basis, did 
you give consideration to electing the accrual basis for E.P.T. 
purposes ? ¥és2c.00 ie Wy IN Oaseccees 
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Lawyers and CPAs Agree on Income Tax Practice Statement 


A statement of principles aimed at 
elimination of controversy 
lawyers and certified public accountants 
was made public recently following 
its approval by the Council of the 
American Institute of Accountants, na- 
tional professional society of certified 
public accountants. It had been ap- 
proved earlier by the Board of Gover- 
nors and House of Delegates of the 
American Bar Association. The state- 
ment was issued jointly by John D. 
Randall, Cedar Rapids, lowa, and Per- 


cival F. Brundage, New York, co- 
chairmen of the National Conference 


of Lawyers and Certified Public 


Accountants. 


The statement of principles covers 
the proper areas of practice by mem- 
bers of the two professions in the field 
of. federal income taxation. In issuing 
the statement, Mr. Randall and Mr. 
Brundage also called attention to three 
recommendations which unani- 
mously approved by the members of 
the National Conference of Lawyers 
and Certified Public Accountants : 


were 


1. That local bar associations and local 
societies of certified public accountants, if 
they have not already done so, should be 
requested to establish cooperating commit- 
tees or local conferences of lawyers and 
certified public accountants patterned after 
the National Conference. 

2. That local bar associations should be 
encouraged to discuss with the local co- 
operating organization of certified public 
accountants any complaint against a non- 
lawyer involving tax practice whether the 
individual concerned was a certified public 
accountant or not. Likewise local CPA 
societies should be encouraged to discuss 
with the local bar associations any com- 
plaints against lawyers whether or not they 
are members of the local bar association. 
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3. That the local organizations of both 
professions be invited to refer any prob- 
lems in this area to the National Confer- 
ence of Lawyers and Certified Public Ac- 
countants, either in situations in which no 
local cooperating organization has as yet 
been established, or in situations in which 
the local cooperating organizations are un- 
able to reach agreement. 


In the case of complaints that a 
member of one of the two professions 
Was engaging in practices which were 
properly the prerogative of the other 
profession, the Conference recommend- 
ed the following : 

1. Receipt of the complaint. 

2. Reference of the complaint to the 
representatives of the profession of which 
the individual who is the object of the 
complaint is a member. 

3. If action satisfactory to the com- 
plainant is not taken, consideration of the 
complaint by the local committee ocr con- 
ference of lawyers and CPAs with a hear- 
ing afforded to both sides. 

4. Recommendations for settlement by 

local conference. 

5. Reference to National Conference if 
recommendations by local conference are 
not accepted by both sides. 


The lawyer members of the Confer- 
ence, in addition to Mr. Randall, are 
Thomas J. Boodell of Chicago, IIl., A. 
James Casner of Cambridge, Mass., 
and Charles D. Hamel and Carl Mc- 
Farland, both of Washington, 1. C. 
CPA members, in addition to Mr. 
Brundage, are Maurice Austin of New 
York City, Mark E. Richardson of 
Washington, D. C., Maurice H. Stans 
of Chicago, Ill., and T. Dwight Wil- 
liams of Oklahoma City, Okla. 


The text of the statement of princi- 
ples follows: 
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STATEMENT OF PRINCIPLES RELATING TO PRACTICE IN THE 
FIELD OF FEDERAL INCOME TAXATION PROMULGATED 
BY THE NATIONAL CONFERENCE OF LAWERS AND 
CERTIFIED PUBLIC ACCOUNTANTS 


Preamble 

In our present complex society, the 
average citizen conducting a business is 
confronted with a myriad of govern- 
mental laws and regulations which cover 
every phase of human endeavor and 
raise intricate and perplexing problems. 
These are further complicated by the 
tax incidents attendant upon all busi- 
ness transactions. As a result, citizens 
in increasing numbers have sought the 
professional services of lawyers and 
certified public accountants. [Each of 
these groups is well qualified to serve 
the public in its respective field. The 
primary function of the lawyer is to 
advise the public with respect to the 
legal implications involved in such 
problems, whereas the certified public 
accountant has to do with the account- 
ing aspects thereof. Frequently the 
legal and accounting phases are so in- 
terrelated and interdependent and over- 
lapping that they are difficult to distin- 
guish. Particularly is this true in the 
field of income taxation where ques- 
tions of law and accounting have some- 
times been inextricably intermingled. 
As a result, there has been some doubt 
as to where the functions of one pro- 
fession end and those of the other 
begin. 

For the guidance of members of each 
profession the National Conference of 
Lawyers and Certified Public Account- 
ants recommends the following  state- 
ment of principles relating to practice 
in the field of federal income taxation: 


1. Collaboration of lawyers and cer- 

tified public accountants desirable 

It is in the best public interest that 
services and assistance in federal in- 
come tax matters be rendered by law- 
yers and certified public accountants, 
who are trained in their fields by edu- 
cation and experience, and for whose 
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admission to professional — standing 
there are requirements as to education, 
citizenship and high moral character. 
They are required to pass written ex- 
aminations and are subject to rules of 
professional ethics, such as those of the 
American Bar Association and Ameri- 
can Institute of Accountants, which set 
a high standard of professional prac- 
tice and conduct, including prohibition 
of advertising and solicitation. Many 
problems connected with business re- 
quire the skills of both lawyers and 
certified public accountants and there 
is every reason for a close and friendly 
cooperation between the two profes- 
sions. Iawyers should encourage their 
clients to seek the advice of certified 
public accountants whenever account- 
ing problems arise and certified public 
accountants should encourage clients to 
seek the advice of lawyers whenever 
legal questions are presented. 


2. Preparation of federal income tax 
returns 


It is a proper function of a lawyer 
or a certified public accountant to pre- 
pare federal income tax returns. 

When a lawyer prepares a return in 
which questions of accounting arise, 
he should advise the taxpayer to enlist 
the assistance of a certified public ac- 
countant. 

When a certified public accountant 
prepares a return in which questions 
of law arise, he should advise the tax- 
payer to enlist the assistance of a 
lawyer. 


3. Ascertainment of probable tax 


effects of transactions 


In the course of the practice of law 
and in the course of the practice of 
accounting, lawyers and certified public 
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Vew York Certified Public 


accountants are often asked about the 
probable tax effects of transactions. 
The ascertainment of probable tax 
effects of transactions frequently 1s 
within the function of either a certified 
public accountant or a lawyer. How- 
ever, in many instances, problems arise 
which require the attention of a mem- 
ber of one or the other profession, or 
members of both. When 
tainment raises uncertainties as to the 
interpretation of law (both tax law and 
general law), or uncertainties as to the 
application of law to the transaction 
involved, the certified public account- 
ant should advise the taxpayer to en 
list the services of a lawver. \When such 
ascertainment involves difficult ques 
tions of and summarizing 
the transaction in a significant manner 
and in terms of money, or interpreting 
the financial results thereof, the lawyer 
should advise the taxpayer to enlist the 
services of a certified public accountant. 


such ascer 


classifving 


In many cases, therefore, the public 
will be best served by utilizing the 
joint skills of both professions. 


4. Preparation of legal and account- 

ing documents 

Only a lawyer may prepare legal 
documents such as agreements, con- 
veyances, trust instruments, wills, or 
corporate minutes, or give advice as to 
the legal sufficiency or effect thereof, 
or take the necessary steps to create, 
amend or dissolve a partnership, cor- 
poration, trust, or other legal entity. 

Only an accountant may properly 
advise as to the preparation of financial 
statements included in reports or sub- 
mitted with tax returns, or as to ac- 
counting methods and procedures. 


5. Prohibited self-designations 

\n accountant should not describe 
himself as a “tax consultant” or “tax 
expert” or use any similar phrase. 
Lawyers, similarly, are prohibited by 
the canons of ethics of the American 
Bar Association and the opinions re- 
lating thereto, from advertising a spe- 
cial branch of law practice. 
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6. Representation of taxpayers be- 
fore Treasury Department 
Under Treasury Department regu- 

lations lawyers and certified public ac- 

countants are authorized, upon a show- 
ing of their professional status, and 
subject to certain limitations as defined 
in the Treasury rules, to represent tax- 
payers in proceedings before that De- 
partment. If, in the course of such 
proceedings, questions arise involving 

the application of legal principles, a 

lawyer should be retained, and if, in the 

course of such proceedings accounting 
questions arise, a certified public ac- 
countant should be retained. 


7. Practice before the Tax Court of 
the United States 


Under the Tax Court rules non- 
lawyers may be admitted to practice. 

However, since upon issuance of a 
formal notice of deficiency by the Com- 
missioner of Internal Revenue a choice 
of legal remedies is afforded the tax- 
payer under existing law (either before 
the Tax Court of the United States, a 
United States District Court, or the 
Court of Claims), it is in the best inter- 
ests of the taxpayer that the advice of 
a lawyer be sought if further proceed- 
ings are contemplated. It is not in- 
tended hereby to foreclose the right of 
non-lawyers to practice before the Tax 
Court of the United States pursuant 
to its rules. 

Here also, as in proceedings before 
the Treasury Department, the taxpay- 
er, in many cases, is best served by the 
combined skills of both lawyers and 
certified public accountants, and_ the 
taxpayers, in such cases, should he ad- 
vised accordingly. 


8. Claims for refund 

Claims for refund may be prepared 
by lawyers or certified public account- 
ants, provided, however, that where a 
controversial legal issue is involved or 
where the claim is to be made the basis 
of litigation, the services of a lawyer 
should be obtained. 
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9. Criminal tax investigations 

When a certified public accountant 
learns that his client is being specially 
investigated for possible criminal viola- 
tion of the Income Tax Law, he should 
advise his client to seek the advice of a 
lawyer as to his legal and constitutional 
rights. 

Conclusion 


This statement of principles should 
be regarded as tentative and subject to 
revision and amplification in the light 
of future experience. The principal 


purpose is to indicate the importance 
of voluntary cooperation between our 
professions, whose members should use 
their knowledge and skills to the best 
advantage of the public. It is recom- 
mended that joint committees repre- 
senting the local societies of both pro- 
fessions be established. Such commit- 
tees might well take permanent form 
as local conferences of lawyers and 
certified public accountants patterned 
after this conference, or could take the 
form of special committees to handle 
a specific situation. 


New York State Tax Forum 


lhe extension does not apply to the 
spouse of a taxpayer in the service. 
Monthly family allowances received by 
families of men in the service are not 
taxable. It is important to note that the 
hling of a separate return by the spouse 
of a taxpayer in the service is not a 
binding election. Such election to file 
jointly or separately may be made at 
the time the military extension expires. 

Under the Soldiers’ and Sailors’ 
Civil Relief Act, a person may have an 
extension of time to pay his tax up to 
six months after the termination of his 
service, if his ability to pay the tax is 
materially impaired by reason of such 
service. The Income Tax Bureau sug- 
gests that information be sent to it by 
persons in possession of the facts in any 
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case where a tax is now due and out- 
standing. 

Non-residents who are in the armed 
forces are not considered as residents, 
for income tax purposes, even though 
they may be stationed in New York for 
more than seven months of the taxable 
year, or even if they maintain a per- 
manent place of abode in the State. 
But resident taxpayers in the military 
service, assigned to duty in camps out- 
side the State, remain subject to the 
New York tax. Such residence is con- 
sidered as temporary. A taxpayer dom- 
iciled in New York does not become a 
non-resident for tax purposes, because 
of such temporary change of address, 
even if a spouse takes up quarters in 
localities near such camps outside the 
State. 
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lo the [Editor of The New York 


Certified Public -lccountant: 


In your March, 1951, issue 
od enough to publish “The Audit of 
Small Business Wherein There 
Limited or No Internal Control,” 
paper which | delivered at a technical 
session conducted by the State Society's 
Committee on Auditing Procedure. 

It has since been called to the atten- 
tion of the Committee and the writer 
that the article contains a_ sentence 
which may mislead readers in an im- 
portant field of auditing philosophy or 
doctrine. I hasten to express my re- 
gret and to make the necessary correc- 
tion, which the Committee believes 
might be done appropriately through a 
letter in your columns. 

The sentence in question appears at 
the top of page 196 and reads: “In such 
a situation the auditor may be required 
to audit in detail all of the various cash 
transactions in order to satisfy himself 
that misappropriation of funds had not 
taken place during the period under 


you were 


v« 
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view.” It was not my intention to give 
the impression that in an audit for the 
purpose of expressing an opinion on 
financial statements the auditor 
sumes the responsibility of detecting 
fraud. The word “may” in the offend- 
ing sentence was intended to convey the 
idea that whether or not a detailed 
audit of cash was necessary would de- 
pend on the type of examination being 
performed. It seems proper to reier to 
the article as a whole: it is largely ad- 
dressed to the examination or verifica- 
tion of financial statements as a basis 
for the expression of an opinion, and 
nowhere is it developed that in such an 
audit the auditor has a responsibility 
to detect misappropriations. 

I am glad, however, to state post- 
tively my agreement with that cardinal 
point which has long been generally 
recognized by the profession and_ its 
clients. 


as- 


Yours very truly, 


Mario P. Borint 
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the following: Tax 
Insurance, Estate 
Specific Industries 


The areas covered are 
Problems Relating to Life 
Planning, Problems of 
and Businesses, Income-l'ax Problems of the 
Individual, The Consequences of Dissolving 
the Family Relationship, Problems of the Oil 
and Gas Industry, Problems of Procedure 
and Administration, Symposium on the Tax 
Problems of the Partnership, The Revenue 
\ct of 1950, Problems of the Operating Busi- 
ness, Tax Problems of Specific Industries 
and Businesses, Sales of Property, Problems 
\rising Out of the Relationship of Corpora- 
tion and Stockholder, Problems of the Par- 
ent-Subsidiary Relationship, and the Prob- 
lems of Corporate Reorganization. 

A Table of Statutory References, 

i Treasury Regulations References, 
Index complete the Volume. 
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What You Should Know About Estate 
and Gift Taxes 


By Ass 
PANY, New 
xi + 175; 


& Com- 
Pages: 


Ho.tr 
1951. 


HENRY 
N.. Xs; 


Lasser. 
\ ork, 
$2.95, 


In the simplest possible language and by 
use of tables and everyday examples, 
Lasser explains how to estimate the 
estate tax, use deductions to cut taxes, avoid 
a “second” tax on property, “split” gifts to 
save taxes, and make tax-free gifts to people 
who would eventually get the property any- 
how. His book covers fully every important 
aspect of the Federal Estate Tax and_ the 
Federal Gift Tax and shows their relation- 
ship to life insurance, real estate, stocks and 
bonds, mortgages, notes and cash. 
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